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A top New York executive is back in business not long after joint

replacement surgery. A Hurricane Katrina survivor regains her mobility

and sets off to meet relatives in New Orleans. A Florida woman is able to

walk her dog and say that life is worth living again.

To the people involved, these are extraordinary events.
To Gentiva, the nation’s leading provider of comprehensive
home health services, they're everyday occurrences
made possible through advanced treatments and
therapies performed in the patient’s home. In this special
report, we take you on & journey through these new
frontiers in home health, showcasing the clinical
achievements and specialized programs changing the
lives of many Americans,

a better life

Gentiva's advances come at a time when some still see
home health as simply the basic delivery of custodial,
long-term care to frail, elderly patients who can no lenger
manage for themseives. We know it is much, much more.
Our persistent quest for solutions is leading to a better
life for a growing segment of the population and
elevating both the quality of care and cost efficiency to
levels that emergent, acute and long-term institutional

health providers cannot match.

A number of these homecare solutions are available to
patients today. Others lie over the horizon and will
require additional study, innovation and positive support

from physicians, legislators and payers. But we know the
demand will be there. In the first three decades of the
21st century, the number of citizens eligible for Medicare
is expected to double to 79 million people, with
approximately 60% of them managing two or more
chronic health conditions.

Yet as baby boomers age, they'll represent the most
active generation of older Americans we've ever seen.
With all they've achieved in their careers, they'll continue
to demand more later in life as well. And, as numerous
studies have shown, they'll overwhelmingly prefer to
have their healthcare delivered at home, avoiding
institutional care—from the emergency room to the
nursing home-whenever possible.

redefining home health

Gentiva is already redefining home health to meet the
needs of this rising population.  Our advanced practice
of hamecare today is driven by standardized protocols of
care, with health goals specific to the diagnosis, and
needed treatments based on best practices and
individualized for each patient. We help patients avoid
complications, such as dangerous falls and infections
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“Baby boomers will overwhelmingly
prefer to have their healthcare delivered

at home, avoiding institutional care
whenever possible.”
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“Gentiva’s care protocols help to
achieve predictable, positive
outcomes that lead to a better

quality of life for patients.”




that can lead to unplanned and costly hospitalizations.
We involve patients in managing their own health by
helping them to understand and comply with their
medications and with dietary or physical regimens that
will maximize wellness. We offer them extensive patient
education, directly from our clinicians or on our web site.
And we enhance their ability to live more fully and
independently, and continue te participate in both family
and community events.

predictable, positive outcomes

Perhaps most important, this approach allows us to
achieve the predictable, positive outcomes that lead to a
better quality of life for patients and greater satisfaction
for their physicians and insurers. As a result, the
percentage of Gentiva patients needing unplanned
hospitalizations is below the national average for all
Medicare-certified home health providers. A Briggs
Corporation study has shown that just a three-
percentage-point drop in the nation’s hospitalization
rate ameng homecare patients could keep an additional
110,000 older Americans out of institutions and save
Medicare over $2.7 billion annually,

Gentiva, in tackling some of the most sericus and costly
health challenges, has launched three specialty programs
focusing on joint replacement therapy, balance disorders
and heart or lung problems. In just a few years, our
programs have helped approximately 200,000 patients
across the country take charge of their own lives.
We've broken new ground by compiling national surveys
demonstrating the positive outcomes of these programs.
They've differentiated Gentiva from the competition and
set standards of clinical excellence that continue to raise

the bar for other providers.

bringing rehabilitation home

Imagine, for example, that you're one of more than
400,000 Americans who undergo hip or knee replacement
surgeries each year at an average cost of $36,000 per
hespitalization.  Would you want to recover in an
unfamiliar rehabilitation facility, or would you prefer to
come directly home from the hospital and receive
intensive rehabilitation, including one-on-one physical
therapy, near your family and friends? We've made it

possible for thousands of patients to come directly

home with our Gentiva Crthopedics program, which
relies cn specially trained therapists and nurses, and
specialized trestment protocols. National outcomes
statistics demonstrate this program'’s ability to help
patients recover rapidly and function better at home,
while reducing complications and the need for
re-hospitalization. A 2005 Rand Corporation study has
shown that patients given this type of direct-to-home
therapy were less likely to end up in more costly
institutions, where their treatment averaged $3,500
to $8,000 more per episode than comparable care in
their own homes.

reducing fall risk

Gentiva is also helping seniors to overcome balance
problems and reduce the risk of serious fall injuries. Falls
are the leading cause of fatal and nen-fatal injuries among
older adults, with about half caused by some type of
balance disorder. By age 50, for example, the likelihood of
a person falling and fracturing a hip begins to increase. Four
in 10 clder Americans who break a hip require nursing home
care and nearly a quarter die within & year of injury, Today,
the cost of fall injuries to our nation is well over $20 billion
and is expected to reach $32.4 billion annually by 2020.

Our solution is Gentiva Safe Strides® a home therapy
program in which clinicians with extensive, additional
training use specialized care protocols to help patients
avoid falls and related injuries that can send them
to hospitals and nursing homes. Unlike simple fall
prevention programs, which focus primarily on gait
training (walking) and the use of canes, walkers or other
assistive devices, Gentiva Safe Strides evaluates and treats
the primary causes of balance problems, such as vertigo,
nerve damage, neurological problems or a combination of
these. Datafrom thousands of patients have demonstrated
the program’s ability to reduce pain, increase sensation
and significantly reduce the risk of falls.

managing heart disease

Perhaps the most significant and costly health issue
for those with chronic illness invalves heart and lung
diseases. Widely recognized as two of America’s most
commaon health problems, they afflict over 100
million pecple to one degree or another. Costs to treat
congestive heart failure alone are said to consume more




than 40% of the nation’s nearly $400 billion in annual
Medicare expenditures.

Our answer is the Gentiva Cardiopulmonary program,
which deploys specially trained nurses and therapists to
patients’ homes to help prevent the progression of heart-
and lung-related ailments, such as congestive heart
failure, chronic obstructive pulmonary disease, effects of
cardiac bypass surgery, heart attack, hypertension and
pneumonia. This program has also demonstrated its
ability to help patients achieve dramatic gains in their
performance of daily living activities, and avoid
emergency room visits and hospital admissions up to a
year after treatment. Independent studies funded by
the National institutes of Health and Cuke University
support the potential of specialized home health services
to give heart patients a better quality of life, limit
hospitalizations and reduce the overall expense borne
by the Medicare program.

These achievements in home health—due to the
extraordinary work of Gentiva clinicians and the
employees who support them-have inspired even more
innovation. We're currently focusing on neurological
issues affecting older Americans and pursuing a broader
senior health initiative designed to reduce hospitalizations
and allow more patients to age in place at home. We're
deploying new technologies for more effective clinical
management and the support of electronic medical
records. We're providing managed care solutions for the
high quality, efficient coorcination and delivery of home
health services. And we're investing in haspice so that
patients can end their lives at home with a similar high
degree of comfort and dignity.

coordinating patient care

Gentiva also believes home health providers are best-
suited to join with physicians in coordinating the overall
care of older Americans, who generally see more than
one docter and use multiple health-related services.
Because our current health system is not structured or
financed to adequately coordinate care for older
Americans, most patients with muitiple chronic conditions
who need diverse services typically receive only sporadic
or incomplete oversight that can have detrimental
effects on their independence, the quality of their care
and the cost to society. A proposed "medical home”

model relying solely on the patient’s primary doctor or a
specialist to coordinate care may also be impractical,
since experts are projecting a shortage of primary care
physicians and geriatricians. That's why we believe
home health should be the primary driver to test this
model of care.

Exploring these new frontiers involves investments
beyond the support of our daily operational requirements.
As we move forward, homecare providers of all sizes will
have to assess their capacity to take on these new
opportunities. Our industry today is highly fragmented,
with only & handful of large, well-resourced providers
ameng the estimated 13,000 homecare agencies in the
United States. Gentiva competes successfully against
many of these organizations by combining the exceptional
health expertise of our local clinicians and administrators
with the national resources and advancements that

differentiate us in so many markets.

Similarly, government and private payers will need to
evaluate their philosophical and financial commitments
to the extraordinary value proposition of home health
quality and efficiency. As cur nation struggles with
spiraling health costs and a rapidly growing older
population, we believe more legislators, government
officials and insurers will acknowledge and support
homecare as a critical, compelling and fiscally prudent
solution that citizens deserve and expect.

fulfilling life's expectations

What will Americans expect from life as they get older?
Many plan to travel or work past retirement. Others
will continue to enjoy physical activity, including
golf, tennis or other favorite sports. A good number
expect to celebrate the birth of a grandchild or
great-grandchild-and be mebile encugh to see them
graduate from college.

Whatever their aspirations, Gentiva’s clinical
advancements are helping to ensure thase dreams
become reality for people eager to remain healthy
and independent. After all, it's our mission to improve
the quality of life through the delivery of compassionate
care and uncompromising service. For that reason
alone, our journey continues through the new frontiers

in home health.




“These achievements in home
health-due to the extraordinary
work of Gentiva clinicians and the
employees who support them-have

inspired even more innovation.”




America’s homecare
EADER

Gentiva Health Services, Inc. (NASDAQ: GTIV) is America’s leading provider of

comprehensive home health services.

Gentiva® Home Health

Gentiva Home Health provides skilled nursing; physical, occupational and speech therapies; and disease management
through more than 300 company-owned locations in 37 states operating under Gentiva and related brands. Qur Company
also offers these groundbreaking, specialized therapies and programs:

Gentiva Orthopedics for joint replacements and related orthopedic health issues
Gentiva Safe Strides® for balance dysfunction and fall prevention

Gentiva Cardiopulmonary for heart- and lung-related illnesses

Gentiva Hospice Services, operating under several brands, delivers healthcare to individuals with terminal illnesses.
Qur Company is one of the nation's 10 largest hospice providers.

Gentiva Respiratory & HME provides direct services to patients requiring respiratory therapies and/or

home medical equipment,

Gentiva Infusion Therapy hrings intravenous treatments, such as chemotherapy, pain medications and nutritional

supplements, to patients at home.
PP P

Gentiva Consulting provides services to enhance the performance of hospital-based and independent
home health agencies.

Rehab Without Walls® provides rehabilitation therapy for traumatic brain injuries and other catastrophic diagnoses.

CareCentrix®

CareCentrix delivers a broad array of national and regional homecare administrative services though a network of nearly
4,000 credentialed provider locations covering all 50 staies. Its customers are primarily national or regional managed care
organizations, insurance carriers, third-party administrators and government contractors, Services and products delivered
to managed care members through the CareCentrix network include skilled nursing and therapies, acute and chronic
infusion therapies, respiratory therapies, home medical equipment and services, and other specialized products.

To learn more abeut Gentiva's businesses and our strategic priorities for growth, please visit the Company's web site at www.gentiva.com and our investor
relations saction at http:/finvestors.gentiva.com,




ron malone, chairman & chief executive officer

message from the CEO

Gentiva's quest for clinical excellence and innovation is not only
good for patients, physicians and payers; it's also goocd for
business. That's why we've devoted much of this year's repert to
our pursuit of innovative solutions as we journey through new
frontiers in home haalth,

Cur ability to innovate and extend our industry leadership comes
primarily from the outstanding achievements of Gentiva's clinicians
and the thousands of employees who support them. Thanks to
their work, 2007 was a good year for Gentiva. We capitzlized on
the companywide transformation which began in late 2005 and

made solid progress in executing on our growth strategies.

Net revenues, net income and diluted earnings per share for 2007,
excluding special items, set new records. Operating cash flow was
up 22% from the prior year period, strong encugh for us to repay
an additional $32 million in long-term debt and allow us to pursue
future acquisitions to add critical mass and geographic reach.

Our Medicare revenues increased 20% versus the prior year, with a
streng contribution from the growth and expansion of our
groundbreaking specialty programs. For our CareCentrix
managed care unit, this was also a year of growth, with net revenues
rising 9% and operating contribution up 18%. Concurrently, we
made progress in strengthening hospice for future growth and
continued our work to elevate performance of the remaining
businesses in ocur Other Related Services segment. For more
information on the year's results, | encourage you to review the
accompanying Annual Report on Ferm 10-K and read my
additional comments at http:/investors.gentiva.com/annuals.cfm.

I'm pleased to report that 2008 also began on a positive note. In
February, we acquired one of Mississippi's largest homecare
providers and, thus, added to our already strong footprint in the
southeast. That same month, CareCentrix signed a national
contract with CIGNA HealthCare to extend our services to CIGNA
members through January 2011.

With the trust and support of our patients, employees, referral sources,
payers, directors and shareholders, we expect to continue these positive
trends. Because of Gentiva's engoing pursuit of clinical and business

excellence, we view 2008 as another year of growth and opportunity.

Sincerely,

s




revenues by business line
and payer source®

business line payer source

24% 13%
S
9%
9%
&7% 50%
18%
2007 2007
4%
20%
%
&67%
2006 2006
O Home Health O Medicare

O CareCentrix O Medicaid & Local Government

{O Other Related Services
{hospice, respiratary/HME,

O cIGNa

O non-CIGNA Commercial
Insurance & Other

infusion, consulting)

(a) As a percentage of total Company revenues

financial highlights

shareholder return

performance graph

350

300

250

200

12/30/07

50
1] 1 I 1
12/29/02 12/28/03 01/02/05 Ov/01/06 12/31/06
........... P - -

—_—
Gentiva Health Services, Inc.

NASDAQ Market Index

-
Paer Group Index

12/29/02 | 12/28/03 | 01/02/05 | 01/01/06 | 12/31/06 | 12/304%7
Gentiva Health Services, Inc. | $100.00 | $155.33 | $200.24 | $17653 | $22836 | $22407
NASDAQ Market Index 100.00 150.36 16300 166.58 183.68 2019
Peer Group Index 100.00 13414 168.40 137.54 164.64 155.57

Gentiva's Commeon Stock has generated a total cumulative return superiar to that of the NASDAQ
Market Index and a Feer Group Index of publicly traded companies over the past five fiscal years.
The peer group, chosen by Gentiva, comprises the following publicly traded companies: Almost
Family, Inc., Amedisys, Inc., Apria Healthcare Group Inc. and LHC Group, Inc. National Home

Health Care Corp. and Pediatric Services of America, Inc. were included in last year's Peer Group

index, but not in this year's index because they no longer have publicly traded common stock.

LHC Group, Inc. has been added to this year’s Peer Group Index, but was not in last year's Index.

The grzph and table above, based on data furnished by Hemscoty, tne., assume that $100 was
invested on December 29, 2002 in each of Gentiva's Commaon Stock, the NASDAC Market Index
and the Peer Group Index and that all dividends (if any) were reinvested.

{In millions, except per share and percentage amounts) 2007® 2004 ; 2005
Net Revenues $1,229.3 $1,106.6 $848.8
Gross Profit as a Percentage of Net Revenues 42.6% 41.8% 37.6%
Operating Income $79.7 $54.0 $30.0
Depreciation and Amortization $20.0 $i5.2 $8.1
Diluted Earnings per Share $1.15 $0.76 $0.94
Average Diluted Shares Cutstanding 28.6 273 249
Net Cash Provided by Operating Activities $62.7 $51.4 $21.8
Capital Expenditures $24.1 $24.4 $11.4

{b] Fiscal 200& and 2007 figures include results of The Healthfield Group, inc., which was acquired by Gentiva on February 28, 2006. Flease refer 10 Gentiva's 2007 Annual Repart on Form 10-K for
additional information on special items and other factors affecting diluted earnings per share and other fiscal year results.

(¢} Excludes amartization of debt issvance costs.
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PARTI

Item 1. Business

As used in this annual report on Form 10-K, the terms “we,” “us,” "our,” the “Company” and “Gentiva’

refer to Gentiva Health Services, Inc.

Special Caution Regarding Forward-Looking Statements

Certain statements contained in this annual report on Form 10-K, including, without limitation, statements
containing the words “believes," “anticipates,” “intends,” “expects,” “assumes,” “trends" and similar
expressions, constitute "forward-looking statements™ within the meaning of the Private Securities Litigation
Reform Act of 1995. Forward-looking statements are based upon the Company’s current plans, expectations and
projections about future events. However, such statements involve known and unknown risks, uncertainties and
other factors that may cause the actual results, performance or achievements of the Company to be materially
different from any future results, performance or achievements expressed or implied by such forward-looking
statements. These factors include, among others, the following:

ol

. general economic and business conditions;

s demographic changes;

s changes in, or failure 10 comply with, existing governmental regulations;
»  legislative proposals for healthcare reform;

*  changes in Medicare and Medicaid reimbursement levels, including changes to the Medicare home
health Prospective Payment System effective January 1, 2008;

«  effects of competition in the markets in which the Company operates;

»  liability and other claims asserted against the Company;

s ability to attract and retain qualified personnel;

*  availability and terms of capiral;

*  loss of significant contracts or reduction in revenues associated with major payer sources;
»  ability of customers to pay for services;

*  business disruption due to natural disasters or terrorist acts;

*  ability to successfully integrate the operations of acquisitions the Company may make and achieve
expected synergies and operational efficiencies within expected time-frames;

*  effect on liquidity of the Company’s debt service requirements;
*  amaterial shift in utilization within capitated agreements; and

»  changes in estimates and judgments associated with critical accounting policies and estimates.

For a detailed discussion of these and other factors that could cause the Company’s actual results 1o differ
materially from the results contemplated by the forward-looking statements, please refer to Item 1A “Risk
Factors” and Item 7 “Management's Discussion and Analysis of Financial Condition and Results of
Operations” and elsewhere in this report. The reader should not place undue reliance on forward-looking
statements, which speak only as of the date of this report. Except as required under the federal securities laws
and the rules and regulations of the Securities and Exchange Commission (“SEC”), the Company does not have
any intention or obligation to publicly release any revisions to forward-looking statements to reflect unforeseen
or other events after the date of this report. The Company has provided a detailed discussion of risk factors
within this annual report on Form 10-K and various filings with the SEC. The reader is encouraged 1o review
these risk factors and filings.




Introduction

Gentiva Health Services, Inc. provides comprehensive home health services throughout the United States.
Gentiva was incorporated in the state of Delaware on August 6, 1999 and became a publicly owned company on
March 15, 2000 as a result of the issuance of the common stock of the Company to the stockholders of Olsten
Corporaticn (“Olsten™), the former parent corporation of the Company (the “Split-Off”). Prior to the Split-Off, all
of the assets and liabilities of Olsten’s health services business, formerly known as Olsten Health Services, were
transferred to the Company pursuant to a separation agreement and other agreements among Gentiva, Olsten and
Adecco SA.

On February 28, 2006, the Company completed the acquisition of The Healthfield Group, Inc.
(“Healthfield™), a regional provider of home healthcare, hospice and related services with approximaiely 130
locations primarily in eight southeastern states. Besides strengthening and expanding the Company’s presence in
the southeast United States, the acquisition of Healthfield significantly helped diversify the Company’s business
mix, provide a meaningful platform for the Company to enter the hospice business and expand its specialty
programs.

On February 29, 2008, the Company completed the acquisition of Home Health Care Affiliates, Inc., a
provider of home health and hospice services, which operates under the names Gilbert’s Home Health and
Gilbert’s Hospice Care in 14 locations in the state of Mississippi.

Information included in this annual report on Form 10-K refers to the Company’s operations conducted
through its Home Health, CareCentrix® and Other Related Services reportable business segments as further
described below, unless the context indicates otherwise,

Business Segments

The Company has identified three business segments for reporting purposes: Home Health, CareCentrix and
Other Related Services, The Other Related Services segment encompasses the Company's hospice, respiratory
therapy, home medical equipment (“HME™), infusion therapy and consulting services businesses. This
presentation aligns financial reporting with the manner in which the Company manages its business operations
with a focus on the strategic allocation of resources and separate branding strategies among the business
segments.

Financial information with respect to the business segments, including their contributions to net revenues
and operating income for each of the three years in the period ended December 30, 2007, is contained under
“Results of Operations™ in Item 7 “Management’s Discussion and Anatysis of Financial Condition and Results of
Operations” and in Note 13 “Business Segment Information” to our consolidated financial statements in Item 8
“Financial Statements and Supplementary Data.”

Home Health

The Home Health segment is comprised of direct home nursing and therapy services operations, including
the specialty programs described below. As of December 30, 2007, our Home Health segment conducted its
business through more than 300 locations.

The Company’s direct home nursing and therapy services operations are conducted through licensed and
Medicare-certified agencies located in 37 states, from which the Company provides various combinations of
skilled nursing and therapy services, paraprofessional nursing services and homemaker services to pediatric,
adult and elderly patients. Reimbursement sources include government programs, such as Medicare and
Medicaid, and private sources, such as health insurance plans, managed care organizations, long term care
insurance plans and personal funds. Gentiva’'s direct home nursing and therapy services operations are organized
in two divisions, each staffed with clinical, operational and sales teams. Each division is separated into four
regions, which are further separated into operating areas. Each operating area includes branch locations through
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which home healthcare agencies operate. Each agency is led by a director and is staffed with clinical and
administrative support staff as well as clinical associates who deliver direct patient care. The clinical associates
are employed on either a full-time basis or are paid on a per visit, per shift, per diem or per hour basis.

The Company’s direct home nursing and therapy services operations also deliver services to customers
through focused specialty programs that include:

* Gentiva Orthopedics, which provides individualized home orthopedic rehabilitation services to patients
recovering from joint replacement or other major orthopedic surgery:

+ Gentiva Safe Strides®, which provides therapies for patients with balance issues who are prone to
injury or immobility as a result of falling; and

* Gentiva Cardiopulmonary, which helps patients and their physicians manage heart and lung health in a
home-based environment.

Through its Rehab Without Walls® unit, the Company also provides home and community-based
neurorehabilitation therapies for patients with traumatic brain injury, cerebrovascular accident injury and
acquired brain injury, as well as a number of other complex rehabilitation cases. All locations where Rehab
Without Walls operates have been accredited by the Commission on Accreditation of Rehabilitation Facilities.

The specialty programs are conducted through many of the Company’s licensed and Medicare—certified
agencies, except for Rehab Without Walls®, which operates from stand-alone licensed branch locations. From
time to time the Company may also pilot other specialty services.

CareCentrix

The CareCentrix segment encompasses Gentiva's ancillary care benefit management and the coordination of
integrated homecare services for managed care organizations and health benefit plans. CareCentrix operations
provide an array of administrative services and coordinate the delivery of home nursing services, acute and
chronic infusion therapies, HME, respiratory products, orthotics and prosthetics, and services for managed care
organizations and health plans. The Company coordinates these administrative services within three regional care
centers and delivers the services through an extensive nationwide network of nearly 4,000 credentialed provider
locations in all 50 states.

CareCentrix accepts case referrals from a wide variety of sources, verifies eligibility and benefits and
transfers case requirements to the providers for services to the patient. CareCentrix provides services to its
customers, including the fulfillment of case requirements, care management, provider credentialing, eligibility
and benefits verification, data reporting and analysis, and coordinated centralized billing for all authorized
services provided to the customer’s enrotlees. Contracts within CareCentrix are structured as fee-for-service,
whereby a payer is billed on a per usage basis according to a fee schedule for various services, or as at-risk
capitation, whereby the payer remits a monthly payment to the Company based on the number of members
enrolled in the health plans under the capitation agreement, subject to certain limitations and coverage guidelines.

Other Related Services
Hospice

Hospice serves terminally ill patients in the southeast United States. The Company provides comprehensive
management of the healthcare services and products needed by hospice patients and their families through the
use of an interdisciplinary team. Depending on a patient’s needs, each hospice patient is assigned an
interdisciplinary team comprised of a physician, nurse(s), home health aide(s), medical social worker(s),
chaplain, dietary counselor and bereavement coordinator, as well as other care professionals. Hospice services
are provided primarily in the patient’s home or other residence, such as an assisted living residence or nursing
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home, or in a hospital. The Medicare hospice benefit is designed for patients expected to live six months or less.
Hospice services for a patient can continue, however, for more than six months, so long as the patient remains
eligible as reflected by a physician’s certification.

Respiratory Therapy and Home Medical Equipment

The Company provides respiratory therapy and HME services to patients at home through branch locations
primarily in the southeast United States. Gentiva offers patients a broad portfolio of products and services that
serve as an adjunct to traditional home health nursing and hospice care. The Company also provides respiratory
therapy services to patients who suffer from a variety of conditions, including asthma, chronic obstructive
pulmonary diseases, cystic fibrosis and other respiratory conditions. HME includes hospital beds, wheelchairs,
ambulatory aids, bathroom aids, patient lifts and rehabilitation equipment.

Infusion Therapy

The Company provides infusion therapy to patients at home through pharmacy locations in the southeast
United States. Infusion therapy serves as a complement to Gentiva's traditional service offerings, providing
clients with a comprehensive home health provider while diversifying Gentiva’s revenue base. Services provided
include: (i) enteral nutrition, {ii) antibiotic therapy, (iii) total parenteral nutrition, (iv} pain management,

{v) chemotherapy, (vi) patient education and training and (vii) nutrition management.

Consulting

The Company provides consulting services to home health agencies through its Gentiva Consulting unit.
These services include billing and collection activities, on-site agency support and consulting, operational
support and individualized strategies for reduction of days sales outstanding.

Payers

Segment revenue mix by major payer classifications is as follows:

2007 2006 2005

Other Other Other
Home Related Home Related Home Related
Health Services Health Services Health Services

MediCare . . ..o i e e 67% 50% 61% 51% 49% 0%
Medicaid and Local Government . .............cvvuvn., 16 20 20 21 27 20
Commercial Insuranceand Other ..................... 17 _3Q _1_2 ﬁ ﬁ _89

Total nELrevenues . ........ v iieneieansnn 1_00% @% @% 1_00% @% EQ%

Net revenues for the CareCentrix segment were 100 percent attributable to the Commercial Insurance and
Other payer group.

The Company is party to a contract with CIGNA Health Corporation (“Cigna”), pursuant to which
CareCentrix coordinates the provision of direct home nursing and related services through the CareCentrix
network of providers, as well as home infusion services and certain other specialty medical equipment, such as
insulin pumps and wound suction devices, to patients insured by Cigna. In February 2008, the Company
completed an amendment of this contract and extended its national relationship with Cigna through January 31,
201 1. For fiscal years 2007, 2006 and 2003, Cigna accounted for approximately 19 percent. 20 percent and 29
percent, respectively, of the Company’s total net revenues. No other commercial payer accounts for 10 percent or
more of the Company’s total net revenues. Net revenues from commercial payers are primarily generated under
fee for service contracts, which are traditionally one year in term and renewable automatically on an annual
basis, unless terminated by either party.




Trademarks

The Company has various trademarks registered with the U.S. Patent and Trademark Office, including
CARECENTRIX®, CASEMATCH®, GENTIVA®, GENTIVA AND BUTTERFLY DESIGN®, GENTIVA
UNIVERSITY @, GREAT HEALTHCARE HAS COME HOME®, HEALTHFIELD®, LIFESMART®, REHAB
WITHOUT WALLS® and SAFE STRIDES®, or in the process of being registered with the U.S. Patent and
Trademark Office, including CROSS IN CIRCLE DESIGN®M and GENTIVA AND CROSS IN CIRCLE
DESIGNGM), Certain of the Company’s subsidiaries operate under trade names, including MID-SOUTH M),
TAR HEELSM), TOTAL CARESM and WIREGRASSSM),

A federally registered trademark in the United States is effective for ten years subject only to a required
filing and the continued use of the mark by the Company, with the right of perpetual renewal. A federally
registered trademark provides a presumption of validity and ownership of the mark by the Company in
connection with its goods or services and constitutes constructive notice throughout the United States of such
ownership. A registration also provides nationwide trademark rights as of the filing date of the application.
Management believes that the Company’s name and trademarks are important to its operations and intends to
continue to renew its trademark registrations.

Business Environment

Factors that the Company believes have contributed and will contribute to the developmeni of all of its
business segmenis include:

+ recognition that home health services can be a cost-effective alternative to more expensive institutional
care;

* aging demographics;

* changing family structures in which more aging people will be living alone and may be in need of
assistance:

= increasing consumer and physician awareness and interest in home health services;

» the psychological benefits of recuperating from an illness or accident or receiving care for a chronic
condition in one’s own home;

» clinical specialization; and

* medical and technological advances that allow more health care procedures and monitoring to be
provided at home.

The Company is actively pursuing relationships with managed care organizations to secure additional
managed care contracts primarily through CareCentrix. The Company believes that its nationwide network of
providers, financial resources, and the quality, range and cost-effectiveness of its services are important factors as
it seeks opportunities in its managed care relationships in a consolidating home health services industry. In
addition, the Company believes that it has the local relationships, the knowledge of the regional markets in which
it operates, and the cost-effective, comprehensive services and products required to compete effectively for
managed care contracts and other referrals. The Company offers the direct and managed provision of care as a
single source, which it believes optimizes utilization.

Marketing and Sales

Home Health and Other Related Services. In general, the Company’s home health and other related services
businesses obtain patients and clients through personal and corporate sales presentations, telephone marketing
calls, direct mail solicitation, referrals from other clients and advertising in a variety of local and national media,
including the Yellow Pages, newspapers, magazines, trade publications and radio. The Company maintains a
dedicated sales force responsible for generating local, regional and national referrals, as well as an Internet
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website (www.gentiva.com) that describes the Company, its services and products. Marketing efforts also
involve personal contact with physicians, hospital discharge planners and case managers for managed healthcare
programs, such as those involving health maintenance organizations and preferred provider organizations,
insurance company representatives and employers with self-funded employee health benefit programs. Referral
sources for hospice services also include nursing homes, assisted living facilities, community social service
organizations and faith-based organizations.

CareCentrix. In general, the Company’s CareCentrix business obtains clients through direct sales and
marketing efforts into the payer community via corporate sales presentations, telemarketing for appointments,
trade shows and other traditional sales methods. The Company maintains a dedicated sales force responsible for
generating leads on a regional and national basis as well as an Internet website (www CareCentrix.com) that
describes the CareCentrix business segment, its services and products. Additionally, the Company aiso focuses
its efforts on driving sales through a workforce focus on large account management and “pull-through™ sales
activities associated with preferred provider organizations where the commercial membership has a choice of
providers.

Competitive Position

Home Health. The home health services industry in which the Company operates is highly competitive and
fragmented. Home healthcare providers range from facility-based (hospital, nursing home, rehabilitation facility,
government agency) agencies to independent companies to visiting nurse associations and nurse registries. They
can be not-for-profit organizations or for-profit organizations. In addition, there are relatively few barriers to
entry in some of the home health services markets in which the Company operates. The Company’s primary
competitors for its home healthcare business are hospital-based home health agencies, local home health agencies
and visiting nurse associations. Based on information contained in the Centers for Medicare & Medicaid Services
(“CMS™) website, a government website conlaining information on the home healthcare market in 2006, the
Company believes its home health services business holds approximately a 2 percent market share. The
Company competes with other home healthcare providers on the basis of availability of personnel, quality and
expertise of services and the value and price of services. The Company believes that it has a favorable
competitive position, attributable mainly to its nationwide network of providers and the consistently high quality
and targeted services it has provided over the years to its patients, as well as to its screening and evaluation
procedures and training programs for clinical associates who provide direct care to patients.

The Company expects that industry forces will impact it and its competitors. The Company’s competitors
will likely strive to improve their service offerings and price competitiveness. The Company also expects its
competitors to develop new strategic relationships with providers, referral sources and payers, which could result
in increased competition. The introduction of new and enhanced services, acquisitions and industry consolidation
and the development of strategic relationships by the Company’s competitors could cause a decline in sales or
loss of market acceptance of the Company’s services or price competition, or make the Company's services less
attractive.

CareCentrix. The ancillary care benefit management field is very narrowly focused with a few providers
dedicated to facilitating these services. The Company’s competitors include direct providers of services as well
as regionally based benefit managers or preferred provider organizations that coordinate care directly through
third party administrators or local home healthcare providers. The Company competes on the basis of quality and
expertise of services and the value and price of services. The Company believes that its product and service
offerings can be attractive to those that bear the cost of healthcare directly. The Company believes that its
competitive position is mainly attributable to its nationwide network of providers and the consistently high
quality and targeted services it has provided over the years to its patients. The Company’s competitors will likely
strive to improve their service offerings and price competitiveness. The Company also expects its competitors to
develop new strategic relationships with providers, referral sources and payers, which could result in increased
competition. The introduction of new and enhanced services, acquisitions and industry consolidation and the
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development of strategic relationships by the Company’s competitors could cause a decline in sales or loss of
market acceptance of the Company’s services or price competition, or make the Company’s services less
attractive.

Other Related Services. The hospice care industry is very competitive and fragmented. The Company
competes with not-for-profit and charity-funded hospice programs that may have strong ties to their local
medical communities and with for-profit programs that may have significantly greater financial and marketing
resources than the Company has. The Company also competes with a number of hospitals, nursing homes, long-
term care facilities, home health agencies and other healthcare providers that offer hospice care or “hospice-like”
care to patients who are terminally ill.

The respiratory therapy, home medical equipment and infusion therapy markets in which the Company
operates are also highly competitive. The Company also competes with a limited number of national providers
and numerous regional and local providers on the basis of quality, value and price of its services. Many of these
competitors have substantially greater financial and marketing resources than Gentiva has.

Source and Availability of Personnel

Home Health and Other Related Services. To maximize the cost effectiveness and productivity of clinical
associates, the Company utilizes customized processes and procedures that have been developed and refined over
the years. Personalized matching to recruit and select applicants who fit the patients’ individual needs is achieved
through initial applicant profiles, personal interviews, skill evaluations and background and reference checks.
The Company utilizes its proprietary CaseMatch® software scheduling program, which gives local Company
offices the ability to identify those clinical associates who can be assigned to patient cases.

Clinical associates are recruited through a variety of sources, including advertising in local and national
media, job fairs, solicitations on websites, direct mail and telephone solicitations, as well as referrals obtained
directly from clients and other caregivers. Clinical associates are generally paid on a per visit, per shift, per hour
or per diem basis, or are employed on a full-time salaried basis. The Company, along with its competitors, is
currently experiencing a shortage of licensed professionals, which could have a material adverse effect on the
Company’s business.

CareCentrix. In order to serve its customers effectively, the Company contracts with providers to coordinate
care and provide certain home medical equipment, home infusion therapy and traditional home health services.
The inability of CareCentrix to maintain its network of providers to effectively service its customers could have a
material adverse effect on the Company’s business.

Number of Persons Employed

At December 30, 2007 and December 31, 2006 the Company employed approximately 4,200 full-time
administrative and sales associates. The Company also employs benefited clinical associates on both a salaried
and pay-per-visit basis. At fiscal year end 2007, the Company employed approximately 3,650 benefited clinical
associates, of which approximately 2,400 were salaried employees and approximately 1,250 were paid on a per
visit basis; at fiscal year end 2006, the total number of benefited clinical associates approximated 3,200, of which
approximately 2,400 were salaried employees and approximately 800 were paid on a per visit basis. In addition,
the Company employs clinical associates on a temporary basis, as needed, to provide home health services. In
fiscal 2007, the average number of temporary clinical associates employed on a weekly basis in the Company’s
home health and other related services business was approximately 7,600, compared to approximately 8,500 in
fiscal 2006. The Company believes that its relationships with its employees are generally good.




Government Regulations

The Company’s business is subject to extensive federal and state regulations which govern, among other
things:

+  Medicare, Medicaid, TRICARE (the Department of Defense’s managed healthcare program for
military personnel and their families) and other government-funded reimbursement programs;

* reporting requirements, certification and licensing standards for certain home health agencies and
hospice; and

* in some cases, certificate-of-need requirements.

The Company’s compliance with these regulations may affect its participation in Medicare, Medicaid,
TRICARE and other federal healthcare programs. For example, to participate in the Medicare program, a
Medicare beneficiary must be under the care of a physician, have an intermittent need for skilled nursing or
physical or other therapy care, must be homebound and must receive home healthcare services from a Medicare
certified home healthcare agency. The Company is also subject to a variety of federal and state regulations which
prohibit fraud and abuse in the delivery of healthcare services, These reguiations include, among other things:

» prohibitions against the offering or making of direct or indirect payments to actual or potential referral
sources for obtaining or influencing patient referrals;

+ rules generally prohibiting physicians from making referrals under Medicare for clinical services to a
home health agency with which the physician or his or her immediate family member has certain types
of financial relationships;

» laws against the filing of false claims; and

» laws againsi making payment or offering items of value to patients to induce their self-referral to the
provider.

As part of the extensive federal and state regulation of the home health services business and under the
Company’s corporate integrity agreement, the Company is subject to periodic audits, examinations and
investigations conducted by, or at the direction of, governmental investigatory and oversight agencies. Periodic
and random audits conducted or directed by these agencies could result in a delay in receipt or an adjustment to
the amount of reimbursements due or received under Medicare, Medicaid, TRICARE and other federal health
programs. Violation of the applicable federal and state healthcare regulations can result in excluding a healthcare
provider from participating in the Medicare, Medicaid and/or TRICARE programs and can subject the provider
to substantial civil and/or criminal penalties.

The Prospective Payment System (“PPS”) for reimbursement of Medicare-certified home health services
was initially implemented on October 1, 2000. Although there have been few structural changes in the
reimbursement methodology from the implementation date of PPS through fiscal 2007, there have been pericdic
adjustments to reimbursement rates during this period. For example, effective Januvary 1, 2005, providers
received a market basket increase in Medicare reimbursement of 2.5 percent; effective April i, 2003, a temporary
5 percent premium reflected in the reimbursement rate for specifically defined rural areas of the country (the
“rural add-on provision”} was eliminated; effective January 1, 2006, Medicare reimbursement rates for home
health were frozen at calendar 2005 levels, except that a 5 percent rurat add-on provision was adopted; and
effective January 1, 2007, providers received a market basket increase in Medicare reimbursement of 3.3 percent
and the 5 percent rural add-on provision was eliminated.

In August 2007, CMS issued its final rule that contained the first significant refinements to the home health
PPS system since its initial implementation. Changes to the PPS system resulting from the rule, which became
effective January 1, 2008, include among other things, a multi-year reduction in the home health systemn payment
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rates to offset coding changes since the original implementation of the prospective payment system in 2000, and
rate update for calendar year 2008. Medicare reimbursement rates for hospice services increased by 3.4 percent
effective October 1, 2006 and were further increased 3.3 percent for the period from October L, 2007 through
September 30, 2008.

In February 2008, President Bush outlined his proposed budget to begin in October 2008. The President’s
proposal calls for freezing Medicare home health reimbursement payments at the 2008 level from 2009 through
2013. For Medicare hospice reimbursement, payments would be frozen at their 2008 level from 2009 through
2011.

Seasonality

The Company has historically experienced a seasonal decline in the demand for its home health services
during the third fiscal quarter,

Available Information

The Company’s Internet address is www.gentiva.com. The Company makes available free of charge on or
through its Internet website its annual report on Form 10-K, quarterly reports on Form 10-Q, current reports on
Form $8-K and amendments to those reports, filed or furnished pursuant to Section 13(a) or 15(d} of the Securities
Exchange Act of 1934, as soon as reasonably practicable after such material has been filed with, or furnished to,
the SEC. The Company also makes available on or through its website its press releases, an investor presentation,
Section 16 reports and certain corporate governance documents as well as other information about the Company
and health information useful to consumers.

Item 1A. Risk Factors

This annual report on Form [0-K contains forward-looking statements which involve a number of risks,
uncertainties and assumptions, as discussed in more detail above under Item 1 **Business—Special Caution
Regarding Forward-Looking Statements.” Actual results could differ materially from those discussed in the
forward-looking statements. Factors that could cause actual results 1o differ materially include, without
lintitation, the risk factors discussed below and elsewhere in this annual report.

Risks Related to Gentiva’s Business and Industry
Our growth strategy may not be successful,

The future growth of our business and our future financial performance will depend on, among other things,
our abtlity 1o increase our revenue base through a combination of internal growth and strategic ventures,
including acquisitions. Future revenue growth cannot be assured, as it is subject to various risk factors, including:

= the effects of competition;

» the uncertainty of Medicare, Medicaid and private health insurance reimbursement;
* our ability to generate new and retain existing contracts with major payer sources;
= our ability to attract and retain qualified personnel;

« our ability to identify, negotiate and consummate desirable acquisition opportunities on reasonable
terms; and

» our ability to integrate effectively and retain the business acquired by us through acquisitions we have
made or may make.




Competition among home healthcare companies is intense.

The home health services industry is highly competitive. We compete with a variety of other companies in
providing home health services, some of which may have greater financial and other resources and may be more
established in their respective communities. Competing companies may offer newer or different services from
those offered by us and may thereby attract customers who are presently receiving our home health services.

The cost of healtheare is funded substantially by government and private insurance programs. If this
Junding is reduced or becomes limited or unavailable to our customers, our business may be adversely
impacted.

Third-party payers include Medicare, Medicaid and private health insurance providers. Third-party payers
are increasingly challenging prices charged for healthcare services. We cannot assure you that our services will
be considered cost-effective by third-party payers, that reimbursement will be available or that payers’
reimbursement policies will not have a material adverse effect on our ability to sell our services on a profitable
basis, if at all. We cannot contro! reimbursement rates, including Medicare market basket or other rate
adjustments, or policies for a significant portion of our business.

Possible changes in the case mix of patients, as well as payer mix and payment methodologies, may have a
material adverse effect on our profitability.

The sources and amounts of our patient revenues will be determined by a number of factors, including the
mix of patients and the rates of reimbursement among payers. Changes in the case mix of the patients as well as
payer mix among private pay, Medicare and Medicaid may significantly affect our profitability, In particular, any
significant increase in our Medicaid population or decrease in Medicaid payments could have a material adverse
effect on our financial position, results of operations and cash flow, especially if states operating these programs
continue to limit, or more aggressively seek limits on, reimbursement rates or service levels.

The loss of significant contracts, as well as significant reductions in members covered or services provided
under these contracts, could have a material adverse effect on our financial condition and results of
operations.

We have entered into service agreements with a number of managed care organizations to provide, or
contracted with third-party providers to provide, home nursing services, acute and chronic infusion therapies,
home medical equipment and respiratory products and services to patients insured by those organizations. One
such contract with Cigna accounted for 19 percent of our total net revenues for the year ended December 30,
2007. In February 2008, we extended our home healthcare contract with Cigna to January 31, 2011. The contract
automatically renews thereafter for additional one year terms unless either party provides written notice to the
other party at least 90 days in advance of the new term, If the Cigna contract or other significant contracts were
to terminate or if there were a significant decrease in enrolled members or products and services covered under
our contract with Cigna or any other organization, our financial condition and results of operations could be
materially adversely affected. Likewise, an increase in costs may not be offset by a change in near-term pricing.
Should this occur, profitability could be adversely affected.

Further consolidation of managed care organizations and other third-party payers may adversely affect our
profits.

Managed care organizations and other third-party payers have coatinued to consolidate in order to enhance
their ability to influence the delivery of healthcare services. Consequently, the healthcare needs of a large
percentage of the United States population are increasingly served by a smaller number of managed care
organizations, These organizations generally enter into service agreements with a limited number of providers for
needed services. To the extent that such organizations terminate us as a preferred provider and/or engage our
competitors as a preferred or exclusive provider, our business could be adversely affected. In addition, private
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payers, including managed care payers, could seek to negotiate additional discounted fee structures or the
assumption by healthcare providers of all or a portion of the financial risk through prepaid capitation
arrangements, thereby potentially reducing our profiiability.

Gentiva and the healthcare industry continue to experience shortages in qualified home health service
employees and management personnel.

We compete with other healthcare providers for our employees, both clinical associates and management
personnel. As the demand for home health services continues to exceed the supply of available and qualified
staff, we and our competitors have been forced to offer more attractive wage and benefit packages to these
professtonals. Furthermore, the competitive arena for this shrinking labor market has created turnover as many
seek to take advantage of the supply of available positions, each offering new and more attractive wage and
benefit packages. In addition to the wage pressures inherent in this environment, the cost of training new
employees amid the turnover rates may cause added pressure on our operating margins.

An economic downturn, state budget pressures and continued deficit spending by the federal government
may result in a reducrion in reimbursement and covered services.

An economic downturn can have a detrimental effect on revenues. Historically, state budget pressures have
translated into reductions in state spending. Given that Medicaid outlays are a significant component of state
budgets, we can expect continuing cost containment pressures on Medicaid outlays for our services in the states
in which we operate. In addition, an economic downturn may also impact the number of enrollees in managed
care programs as well as the profitability of managed care companies, which could result in reduced
reimbursement rates.

The existing federal deficit, as well as deficit spending by the government as the result of adverse
developments in the economy, the war in Iraq or other reasons, can lead to continuing increased pressure Lo
reduce government expenditures for other purposes, including governmentally funded programs in which we
participate, such as Medicare and Medicuid. Such actions in turn may adversely affect our results of operations,

We may experience disruption to our business and operations from the effects of natural disasters or
terrorist acts.

The occurrence of natural disasters, terrorist acts or “mass illnesses” such as the pandemic flu, and the
erosion to our business caused by such an occurrence, may adversely impact our profitability. In the affected
areas, our offices may be forced to close for limited or extended periods of time, and we may face a reduced
supply of clinical associates.

We may experience adverse operational impact or incur substantial expenses related to the integration of
companies we may acquire,

We will incur expenses in connection with the integration of the business, policies, procedures, operations,
technologies and systems of companies we may acquire. There may be a large number of systems that must be
integrated with those of Gentiva, including information management, purchasing, operations, accounting and
finance, sales, billing, payroll and benefits, fixed asset and lease administration systems and regulatory
compliance. While we may assume that a certain amount of expenses would be incurred, factors beyond our
control can affect the total amount or the timing of all of the integration expenses. These expenses could exceed
the savings thal we expect to achieve from the elimination of duplicative expenses and the realization of
economies of scale and cost and revenue synergies related to the integration of the businesses following an
acquisition. Failure to properly integrate acquired systems could cause business disruptions that may materiatly
impact our financial results and operations.
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If an impairment of goodwill or intangible assets were to occur, our earnings would be negatively impacted.

Goodwill and intangible assets represent a significant portion of our assets as a result of acquisitions.
Goodwill and intangible assets amount to $276.1 million and $211.6 million, respectively, at December 30, 2007,
The Company has identified three business segments for reporting purposes and has assigned these segments the
appropriate amounts of goodwill and intangible assets based upon allocations of the purchase prices of individual
acquisition transactions. As described in the notes to the financial statements, these assigned values are reviewed
on an annual basis or at the time events or circumstances indicate that the carrying amount of an asset may not be
recoverable. Should business conditions or other factors deteriorate and negatively impact the estimated
realizable value of future cash flows of these business segments, we could be required to write off a substantial
portion of our assets. Depending upon the magnitude of the write off, our results of operations could be
negatively affected.

If we must write off a significant amount of long-lived assets, our earnings will be negatively impacted.

We have long-lived assets consisting of fixed assets, which include software development costs related to
various information technology systems, including a new clinical management system. As of December 30,
2007, the information technology systems have not been placed into a fully operational production environment,
and therefore these costs are not yet being depreciated. The net carrying value of fixed assets amounted to $59.6
million at December 30, 2007, of which $27.5 million related to capitalized software costs. We review these
amounts on an annual basis or at the time events or circumstances indicate that the carrying amount of an asset
may not be recoverable. If a determination that a significant impairment in value of our unamortized long-lived
assets occurs, such determination could require us to write off a substantial portion of our assets. Depending
upon the magnitude of the write off, our results of operations could be negatively affected.

There are risks of business disruption and cost overruns associated with new business systems and
technology initiatives.

During 2008, we expect to complete the development and commence the implementation of a new clinical
management systern for use in our Home Health business. This system will involve the use of handheld devices
by our clinical associates who are providing care to our patients. The continued devetopment and rollout of this
sysiemn involves substantial costs relating to salaries and benefits, consulting, travel and training costs.
Development and implementation costs in excess of expectations or failure of new systems and other technology
initiatives to operate in accordance with expectations could have a material adverse impact on our financial
results and operations.

We invest in securities that are subject to market risk and the recent issues in the financial markets could
adversely affect the value of our assets.

At December 30, 2007, $31.3 miltion of our short-term investments were invested in AAA rated
investments in auction-rate debt securities (“ARS”). ARSs are variable-rate debt securities. ARSs have a long-
term maturity with the interest rate being reset every 7, 28 or 35 days. The securities trade at par and are callable
at par on any interest payment date at the option of the issuer. Interest is paid at the end of each auction period.
Prior to February 2008, the auction rate securities market was highly liquid. Commencing in February 2008, a
substantial number of auctions “failed,” meaning that there was not enough demand to sell the entire issue at
auction. The immediate effect of a failed auction is thai holders cannot sell the securities and the interest or
dividend rate on the security generally resets to a “penalty” rate. In the case of a failed auction, the Company will
not be able to access these funds without a loss of principal, unless a future auction on these investments is
successful. If the issuers are unable to successfully close future auctions and their credit ratings deteriorate, the
Company may in the future be required to record impairment charges on these investments. See Notes 2 and 14
to the Company’s consolidated financial statements.

We have incurred significant indebtedness following the Healthfield acquisition and may incur additional
indebtedness, which can affect our liguidity.

Following the closing of the Healthfield acquisition on February 28, 2006, we incurred indebtedness in the
amount of $370 million in the form of a senior term loan. At the end of fiscal 2007, our indebtedness under the
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senior term loan was $310 million. As a result of this indebtedness and additional indebtedness we may incur,
demands on our cash resources have increased, which could affect our liquidity and, therefore, could have
important effects on an investment in our common stock. For example, while the impact of this increased
indebtedness is expected to be addressed by the combined cash flows of Gentiva and Healthfield, the increased
level of indebtedness could nonetheless create competitive disadvantages for us compared to other companies
with lower debt levels.

The agreement governing our term loan and revolving credit facility contains, and future debt agreements
may contain, various covenants that limit our discretion in the operation of our business.

We incurred debt in connection with our acquisition of Healthfield in February 2006 and may incur
additional debt in the future. The agreement and instruments governing our term loan and revolving credit
facility contain, and the agreements and instruments governing our future debt agreements may contain, various
restrictive covenants that, among other things, require us to comply with or maintain certain financial tests and
ratios and restrict our ability to:

* incur more debt;

» redeem or repurchase stock, pay dividends or make other distributions;
« make certain investments;

+ create liens;

+ enter into transactions with affiliates;

* make acquisitions;

= merge or consolidate;

* transfer or sell assets; and

+ make fundamental changes in our corporate existence and principal business.

In addition, events beyond our control could affect our ability to comply with and maintain the financial
tests and ratios. Any failure by us to comply with or maintain all applicable financial tests and ratios and to
comply with all applicable covenants could result in an event of default with respect to our term loan and
revolving credit facility or future debt agreements. This could lead to the acceleration of the maturity of our
outstanding loans and the termination of the commitments to make further extensions of credit. If we were unable
to repay debt to our senior lenders, these lenders could proceed against the collateral securing that debt. Even if
we are able to comply with all applicable covenants, the restrictions on our ability to operate our business at our
sole discretion could harm our business by, among other things, limiting our ability to take advantage of
financing, mergers, acquisitions and other corporate opportunities.

We have risks related to obligations under our insurance programs.

We are obligated for certain costs under various insurance programs, including employee health and
welfare, workers’ compensation and professional liability. We may be subject to workers’ compensation claims
and lawsuits alleging negligence or other similar legal claims. We maintain various insurance programs to cover
these risks with insurance policies subject to substantial deductibles and retention amounts. We also may be
subject to exposure relating to employment law and other related matters for which we do not maintain insurance
coverage. We believe that our present insurance coverage and reserves are sufficient to cover currently estimated
exposures; however, should we experience a significant increase in losses resulting from workers’ compensation,
professional liability or employee health and welfare claims, the resulting increase in provisions and/or required
reserves could negatively affect our profitability.




Risks Related to Healthcare Regulation

Legislative and regulatory actions resulting in changes in reimbursement rates or methods of payment from
Medicare and Medicaid, or implementation of other measures to reduce reimbursement for our services,
may have a material adverse effect on our revenues and operating margins. Reimbursement to us for our
hospice services is subject to Medicare cap amounts, which are calculated by Medicare.

In fiscal 2007, 62 percent of our total net revenues were generated from Medicare and Medicaid and Local
Government programs. The healthcare industry is experiencing a trend toward cost containment, as the
government seeks to stabilize or reduce reimbursement and utilization rates.

In addition, the timing of payments made under these programs is subject to regulatory action and
governmenial budgetary constraints. For certain Medicaid programs, the time period between submission of
claims and payment has increased. Further, within the statutory framework of the Medicare and Medicaid
programs, there are a substantial number of areas subject to administrative rulings and interpretations that may
further affect payments made under those programs. Additicnally, the federal and state governments may in the
future reduce the funds available under those programs or require more stringent utilization and quality reviews
of providers, Moreover, we cannot assure you that adjustments from regulatory actions or Medicare or Medicaid
audits, including the payment of fines or penalties to the federal or state governments, will not have a material
adverse effect on our liquidity or profitability.

Overall payments made by Medicare to us for hospice services are subject to cap amounts calculated by
Medicare. Total Medicare payments to us for hospice services are compared to the cap amount for the hospice
cap period, which runs from November 1 of one year through October 31 of the next year. CMS usually
announces the cap amount in the month of August in the cap period and not at the beginning of the cap period.
We must estimate the cap amount for the cap period before CMS announces the cap amount and are at risk if our
estimate exceeds the later announced cap amount. CMS can also make retroactive adjustments to cap amounts
announced for prior cap periods. Payments to us in excess of the cap amount must be returned by us to Medicare.
A second hospice cap amount limits the number of days of inpatient care to not more than 20 percent of total
patient care days within the cap period. Qur revenues and profitability can be negatively affected if we exceed the
cap amounts,

We conduct business in a heavily regulated industry, and changes in regulations and violations of
regulations may result in increased costs or sanctions.

Our business is subject to extensive federal, state and, in some cases, local regulation. Compliance with
these regulatory requirements, as interpreted and amended from time to time, can increase operating costs or
reduce revenue and thereby adversely affect the financial viability of our business. Because these laws are
amended from time to time and are subject to interpretation, we cannot predict when and to what extent liability
may arise. Failure to comply with current or future regulatory requirements could also result in the imposition of
various remedies, including fines, the revocation of licenses or decertification. Unanticipated increases in
operating costs or reductions in revenue could adversely affect our liquidity.

We are subject to periodic audits and requests for information by the Medicare and Medicaid programs or
government agencies, which have various rights and remedies against us if they assert that we have
overcharged the programs or failed to comply with program requirements.

The aperation of our home health services business is subject to federal and state laws prohibiting fraud by
healthcare providers, including laws containing criminal provisions, which prohibit filing false claims or making
false statements in order to receive payment or obtain certification under Medicare and Medicaid programs, or
failing to refund overpayments or improper payments. Violation of these criminal provisions is a felony
punishable by imprisonment andfor fines. We may also be subject 1o fines and treble damage claims if we violate
the civil provisions that prohibit knowingly filing a false claim or knowingly using false statements to obtain
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payment. State and federal governments are devoting increased attention and resources to anti-fraud initiatives
against healthcare providers. The Health [nsurance Portability and Accountability Act of 1996 and the Balanced
Budget Act of 1997 expanded the penalties for healthcare fraud, including broader provisions for the exclusion of
providers from the Medicare and Medicaid programs.

We have established policies and procedures that we believe are sufficient to ensure that we will operate in
substantial compliance with these anti-fraud and abuse requirements. In April 2003, we received a subpoena from
the Department of Health and Human Services, Office of the Inspector General, Office of Investigations
(*OIG"). The subpoena seeks information regarding our implementation of settlements and corporate integrity
agreements entered into with the government, as well as our treatment on cost reports of employees engaged in
sales and marketing efforts. With respect to the cost report issues, the government has preliminarily agreed to
narrow the scope of production to the period from January 1, 1998 through September 30, 2000. In
February 2004, we received a subpoena from the U.S. Department of Justice (“DOJ") seeking additional
information related to the matters covered by the OlG subpoena. We have provided documents and other
information requested by the OlG and DOJ pursuant to their subpoenas and similarly intend to cooperate fully
with any future OIG or DOJ information requests. To our knowledge, the government has not filed a complaint
against us. While we believe that our business practices are consistent with Medicare and Medicaid programs
criteria, those criteria are often vague and subject to change and interpretation. The imposition of fines, criminal
penalties or program exclusions could have a material adverse effect on our financial condition, results of
operations and cash flows.

We are also subject to federal and state laws that govern financial and other arrangements between
healthcare providers.

These laws often prohibit certain direct and indirect payments or fee-splitting arrangements between
healthcare providers that are designed to encourage the referral of patients to a particular provider for medical
products and services. Furthermore, some states restrict certain business relationships between physicians and
other providers of healthcare services. Many states prohibit business corporations from providing, or holding
themselves out as a provider of, medical care. These laws vary from state to state, are ofien vague and have
seldom been interpreted by the courts or regulatory agencies. Possible sanctions for violation of any of these
restrictions or prohibitions include loss of licensure or eligibility to participate in reimbursement programs and
civil and criminal penalties.

We face additional federal requirements that mandate major changes in the transmission and retention of
health information.

The Health Insurance Portability and Accountability Act of 1996 was enacted to ensure that employees can
retain and at times transfer their health insurance when they change jobs and to simplify healthcare
administrative processes. The enactment of HIPAA expanded protection of the privacy and security of personal
medical data and required the adoption of standards for the exchange of electronic health information. Among
the standards that the Secretary of Health and Human Services has adopted pursuant to HIPAA are standards for
electronic transactions and code sets, unique identifiers for providers, employers, health plans and individuals,
security and electronic signatures, privacy and enforcement. Although HIPAA was intended 1o ultimately reduce
administrative expenses and burdens faced within the healthcare industry, we believe that implementation of this
law has resulted and will result in additional costs. Failure to comply with HIPAA could result in fines and
penalties that could have a material adverse effect on us.




Risks Related to Qur Common Stock
The market price of our common stock may be volatile and experience substantial fluctuations.

Our common stock is traded on The Nasdag Global Select Market. The price of our common stock may
fluctuate substantially based on a number of factors, including:

» our operating and financial performance;

+ changes, or proposed changes, in government reimbursement rates and regulations;

» stock market conditions generally and specifically as they relate to the home health services industry;
* developments in litigation or government investigations;

» changes in financial estimates and recommendations by securities analysts who follow our stock; and

= economic and political uncertainties in the marketplace generally,

Significant fluctuations in the market price of our common stock may adversely affect our shareholders.

Provisions in our organizational documents, Delaware law and our rights agreement could delay or prevent
a change in control of Gentiva, which could adversely affect the price-of our common stock.

Provisions in our amended and restated certificate of incorporation and by-laws, anti-takeover provisions of
the Delaware General Corporation Law and our rights agreement could discourage, delay or prevent an
unsolicited change in control of Gentiva, which could adversely affect the price of our common stock. These
provisions may also have the effect of making it more difficult for third parties to replace our current
management without the consent of the board of directors. Provisions in our amended and restated certificate of
incorporation and by-laws that could delay or prevent an unsolicited change in control include:

+ the ability of the board of directors to issue up to 25,000,000 shares of preferred stock and to determine
the terms, rights and preferences of the preferred stock without shareholder approval; and

« the prohibition on the right of shareholders to call meetings or act by written consent and limitations on
the right of shareholders to present proposals or make nominations at shareholder meetings.

Delaware law also imposes restrictions on mergers and other business combinations between us and any
holder of 15 percent or more of our outstanding common stock. In addition, we have a rights agreement that has
the effect of deterring take-overs of Gentiva without the consent of the board of directors. Generally, once a party
acquires 10 percent or more of our common stock, the rights agreement may cause that party’s ownership interest
in us to be diluted unless the board of directors consents to the acquisition.

Resales of our common stock following the Healthfield acquisition may cause the market price of the
common stock to fall.

As of December 30, 2007, we had 28,045,687 shares of common stock outstanding. We had issued
approximately 3.2 million shares of common stock in connection with the acquisition in February 2006. These
shares were initially subject to a lock-up preventing the sale of the shares for nine months following the
completion of the acquisition. Fifty percent of the shares were released from the lock-up on November 28, 2006,
and the remaining 50 percent of the shares subject to the lock-up were released from the lock-up on
November 28, 2007. We have given the holders of the shares issued in connection with the acquisition the right
to include their shares in any underwritten registered offering we undertake, subject to certain conditions and
limitations. We also registered the shares of common stock issued in connection with the acquisition. Any
significant resale of these new shares in the public market from time to time could have the effect of depressing
the market price for our common stock.
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Item 1B. Unresolved Staff Comments

None.

Item 2.  Properties

The Comipany’s corporate and CareCentrix headquarters is leased and is located at 3 Huntington
Quadrangte, Suite 2008, Melville, New York 11747-4627. Headquarters for Gentiva Home Health is leased and
is located at 3350 Riverwood Parkway, Suite 1400, Atlanta, Georgia 30339. Other major regional administrative
offices leased by the Company as of December 30, 2007 are located in Overland Park, Kansas; Phoenix, Arizona;
Hartford, Connecticut; and Tampa, Florida. The Company also maintains more than 350 leases for other offices
and locations on various terms expiring on various dates. In addition, Gentiva owns property in Dothan,
Alabama, and in Marianna, Florida, that is used in the Company’s hospice operations.

Item 3. Legal Proceedings
Litigation

In addition to the matters referenced in this Item 3, the Company is party to certain legal actions arising in
the ordinary course of business including legal actions arising out of services rendered by its various operations,
personal injury and employment disputes.

Government Matters

In April 2003, the Company received a subpoena from the OIG. The subpoena seeks information regarding
the Company’s implementation of settlements and corporate integrity agreements entered into with the
government, as well as the Company’s treatment on cost reports of employees engaged in sales and marketing
efforts. With respect to the cost report issues, the government has preliminarily agreed to narrow the scope of
production to the period from January 1, 1998 through September 30, 2000. In February 2004, the Company
received a subpoena from the DOJ seeking additional information related to the matters covered by the OIG
subpoena. The Company has provided documents and other information requested by the O1G and DOJ pursoant
to their subpoenas and similarly intends to cooperate fully with any future OIG or DOJ information requests. To
the Company’s knowledge, the government has not filed a complaint against the Company.

Indemnifications

Gentiva became an independent, publicly owned company on March 15, 2000, when Gentiva's common
stock was distributed to stockholders of Olsten. In connection with the Split-Off, the Company agreed to assume,
to the extent permitted by law, and to indemnify Olsten for, the liabilities, if any, arising out of the home health
services business.

Corporate Integrity Agreement

In connection with a July 19, 1999 settlement with various government agencies, Olsten exceuted a
corporate integrity agreement with the OIG, effective until August 18, 2004, subject to the Company’s filing of a
final annual report with the OIG, in form and substance acceptable to the government, The Company has filed a
final annual report and is awaiting closure by the government.

The Company belicves that it has been in compliance with the corporate integrity agreement and has timely
filed all required reports. If the Company has failed to comply with the terms of its corporate integrity agreement,
the Company will be subject to penalties. The corporate integrity agreement applies to the Company’s businesses
that bill the federal government health programs directly for services, such as its nursing brand, and focuses on
issues and training related to cost report preparation, contracting, medical necessity and billing of claims. Under
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the corporate integrity agreement, the Company is required, for example, to maintain a corporate compliance
officer to develop and implement compliance programs and to maintain a compliance program and reporting
systems, as well as to provide certain training to employees.

Item 4. Submission of Matters to a Vote of Security Holders

No matters were submitted to a vote of security holders during the fourth quarter of fiscal 2007.

Executive Officers of Gentiva

The following table sets forth certain information regarding each of the Company’s executive officers as of
March 10, 2008:

Executive

Name Officer Since ﬂ Position and Offices with the Company

Ronald A.Malone . .............. 2000 53 Chief Executive Officer and Chairman of the
Board

Tony Strange . .................. 2006 45  President and Chief Operating Officer

John R. Potapchuk .............. 2001 55 Executive Vice President, Chief Financial
Officer and Treasurer

Thomas M. Boelsen ............. 2007 52  Senior Vice President, CareCentrix

Stephen B. Paige ................ 2003 60  Senior Vice President, General Counsel and
Secretary

BrianD.Silva .................. 2006 51  Senior Vice President, Human Resources

Ronald A. Malone

Mr. Malone has served as chief executive officer and chairman of the board of the Company since June
2002. He served as executive vice president of the Company from March 2000 to June 2002 and as president of
home health services from January 2001 to June 2002. Prior to joining Gentiva, he served in various positions
with Olsten, including executive vice president of Olsten and president, Olsten Staffing Services, United States
and Canada, from January 1999 to March 2000. From 1994 to December 1998, he served successively as
Olsten’s senior vice president, southeast division; senior vice president, operations; and executive vice president,
operations.

Tony Strange

Mr. Strange has served as president and chief operating officer of the Company since November 2007. He
served as executive vice president of the Company and president of Gentiva Home Health from February 2006 to
November 2007. From 2001 to February 2006, Mr. Strange served as president and chief operating officer of
Healthfield. Mr. Strange joined Healthfield in 1990 and served in other roles such as regional manager, vice
president of development and chief operating officer, until being named president in 2001.

John R. Potapchuk

Mr. Potapchuk has served as executive vice president of the Company since February 2006, as chief
financial officer since June 2002 and as treasurer since August 2006. He served as senior vice president from
June 2002 1o February 2006 and as treasurer from June 2002 to May 2006. From June 2002 to May 2003, he
served as the Company’s secretary. He served as the Company’s vice president of finance and controller from
March 2000 to June 2002. He joined Otlsten in 1991 and served in various corporate financial management
positions with Olsten Health Services. Prior to that, Mr. Potapchuk served in senior management positions for
PricewaterhouseCoopers LLP and Deloitte & Touche.
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Thomas M. Boelsen

Mr. Boelsen has served as senior vice president, CareCentrix, of the Company since January 2008, having
been promoted to the leadership role for CareCentrix in March 2007. He served as vice president, CareCentrix,
trom May 2007 to January 2008 and served as vice president-finance, CareCentrix, from November 2002 to May
2007. From June 2000 to November 2002, Mr. Boelsen was vice president and controller of CMP Media, Inc.
Prior to that, he had served in various corporate financial management positions with Qlsten Health Services
since 1985.

Stephen B. Paige

Mr. Paige has served as general counsel of the Company since July 2003, as senior vice president of the
Company since January 2005 and as secretary of the Company since May 2005. From July 2003 to January 2005,
he served as vice president of the Company. From 1997 10 2002, he served as senior vice president, general
counsel and secretary of General Semiconductor, Inc., a technology based company. Prior thereto, Mr. Paige
served in senior legal positions with several large healthcare, food ingredient and consumer product companies.

Brian D. Silva

Mr, Silva has served as senior vice president, human resources of the Company since March 2006. From
2002 to February 2006, Mr. Silva served as senior vice president, human resources and administration and
corporate secretary of Linens ‘n Things, Inc., a national retailer of home furnishings. From 1997 to 2002,

Mr. Silva served as senior vice president, human resources and corporate secretary of Linens ‘n Things, having
joined Linens ‘n Things in 1995 as vice president, human resources.

PART II
Item 5, Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of
Equity Securities
Market Information
The Company’s common stock is quoted on The Nasdaq Global Select Market under the symbol “GTIV”,

The following table sets forth the high and low sales prices for shares of the Company’s common stock for
each quarter during fiscal 2007 and 2006:

2007 High ~_Low

PUQUAITEE | ot et e e e e $2229 $18.46
P 0 ¥y U 21.00 18.36
LT T4 = 22.49 18.85
1T 3 T 20.04 17.03
2006 _High _Low

R Ty =] $19.28 $14.41
B 1T 7= 18.40 15.48
K 4 18.27 15.00
A UATTET . .o e e 19.88 15.52

Holders

As of March 10, 2008, there were approximately 3,150 holders of record of the Company’s common stock
including participants in the Company’s employee stock purchase plan, brokerage firms holding the Company’s
common stock in “street name” and other nominees.
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Dividends

Except for the special dividend in cash (§7.76) and in kind (0.19253 shares of Accredo common stock) per
share of Gentiva common stock paid in June 2002, the Company has never paid any cash dividends on its
common stock. Future payments, if any, of dividends and the amount of the dividends will be determined by the
board of directors from time to time based on the Company’s results of operations, financial condition, cash
requirements, future prospects and other factors deemed relevant. In addition, the Company’s credit agreement
also contain restrictions on the Company’s ability to declare and pay dividends. See Item 7 “Management’s
Discussion and Analysis of Financial Condition and Results of Operations”.

Item 6.  Selected Financial Data

The following table provides selected historical consolidated financial data of the Company as of and for
each of the fiscal years in the five-year period ended December 30, 2007. The data has been derived from the
Company’s audited consolidated financial statements. The historical financial information may not be indicative
of the Company’s future performance. The Company’s fiscal year ends on the Sunday nearest to December 31+
The Company’s fiscal year 2004 included 53 weeks compared to all other fiscal years presented, which included
52 weeks.

Fiscal Year
(in thousands, except per share amounts) 2007 2006 2005 2004 2003
(52 weeks) (52 weeks) (52 weeks) (53 weeks) (52 weeks)
Statement of Income Data
Netrevenues . .................... $1,229.297  $1,106,588(2) § 868.843(3) § 845,764(4) $ 814,029
Grossprofit .......... ... ... ..., 523,705 462,314(2) 326,598(3) 323,869(4) 281,905
Selling, general and administrative
EXPEMSES .. ovvir it (444.042)(1) (408,27132) (296,634)(3) (285,611)(4) (259,048)
Netincome ...................... 32.828(1) 20,776(2) 23,365(3) 26,488(4) 56,766(5)
Basic earnings per share:
Netincome .................. $ 1.18  § 078 % 1.00 3 1.07 3 2.16
Weighted average shares
outstanding—basic . . ........ 27,798 26,480 23,267 24,724 26,262
Diluted earnings per share:
Netincome .................. $ L5  § 076 § 094 3§ 100 % 2.07
Weighted average shares
outstanding—diluted ........ 28,599 27,317 24,927 26,365 27,439
Balance Sheet Data (at end of vear)
Cash items and short-term investments
((3) I $ 67,431 $ 57235 % 88,367 §113,024 $117438
Working capital .................. 128,527 115,749 129,326 134,033 136,297
Total assets . ... veeinnnnnnnns 882,233 843,882 326,565 332,098 342,513
Long-term debt and capital leases .... 309,262 343,198 737 876 —
Shareholder’'s equity . .............. 323,429 274,325 182,154 171,940 177,179
Commoon shares outstanding ........ 28,046 27,436 23,035 23,722 25,598

(1) Selling, general and administrative expenses for fiscal 2007 include Healthfield restructuring and other
special charges of $2.4 million. See Note 4 to the Company’s consolidated financial statements,

(2) Net revenues and gross profit for fiscal 2006 include $1.9 million associated with the favorable settlement
of the Company’s Medicare cost report appeal for 1999. Selling, general and administrative expenses
include restructuring and other special charges of $7.7 million. See Notes 4 and 8 to the Company’s
consolidated financial statements.

(3) Net revenues and gross profit for fiscal 2005 include $3.6 million associated with the favorable settlement
of the Company’s Medicare cost report appeal for 1999, Selling, general and administrative expenses
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include restructuring and other special charges of $0.9 million. See Notes 4 and 8 to the Company’s
consolidated financial statements.

(4) Net revenues and gross profit for fiscal 2004 include special items of $9.4 million, representing $10.4
million related to the favorable settlement of the Company’s Medicare cost report appeals for 1997 and
1998, net of a $1 million revenue adjustment to reflect an industry wide repayment of certain Medicare
reimbursements. Net income includes the Medicare special items noted above and $0.9 million from a
pre-tax gain on the sale of a Canadian investment. Net income for fiscal 2004 reflects an effective tax rate of
34.1 percent, which differs from the Federal statutory tax rate due primarily to the recognition of certain
state net operating losses. See Note 8 to the Company’s consolidated financial statements.

(5) Net income for fiscal 2003 reflects a tax benefit of $35.0 million associated with management’s decision to
reverse the valuation allowance for deferred tax assets.

(6) Cash items and short-term investments include restricted cash of $22.0 million at fiscal years 2004 through
2007 and $21.8 million at fiscal year end 2003,

Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations

The following discussion and analysis provides information which management believes is relevant to an
assessment and understanding of Gentiva’s results of operations and financial position. This discussion and
analysis should be read in conjunction with the Company’s consolidated financial statements and related notes
included elsewhere in this report.

Overview

Gentiva Health Services, Inc. is the nation’s leading provider of comprehensive home healih services.
Gentiva serves patients through more than 300 locations in 37 states, and through CareCentrix, which provides
an array of administrative services and coordinates the delivery of home nursing services, acute and chronic
infusion therapies, HME, respiratory products, orthotics and prosthetics, and services for managed care
organizations and health plans. These administrative services are delivered through an extensive nationwide
network of nearly 4,000 credentialed provider locations in all 50 states. The Company provides a single source
for skilled nursing; physical, occupational, speech and neurorehabilitation services; hospice services; social
work; nutrition; disease management education; help with daily living activities; respiratory therapy and HME;
infusion therapy services; and other therapies and services. Gentiva’s revenues are generated from federal and
state government programs, commercial insurance and individual consumers.

The federal and state government programs are subject to legislative and other risk factors that can result in
fluctuating reimbursement rates for Gentiva’s direct home health services to patients. The commercial insurance
industry is continually seeking ways to control the cost of services to patients that it covers. One of the ways it
seeks to control costs is to require greater efficiencies from its providers, including home healthcare companies.
Various states have addressed budget pressures by considering or implementing reductions in various healthcare
programs, including reductions in rates or changes in patient eligibility requirements. In addition, the Company
has also decided to reduce participation in certain Medicaid and other state and county programs.

Gentiva believes that several marketplace factors can contribute to its future growth. First, the Company is a
leader in a highly fragmented home healthcare industry populated by approximately 13,000 providers of varying
size and resources. Second, the cost of a home healthcare visit to a patient can be significantly lower than the cost
of an average day in a hospital or skilled nursing institution. And third, the demand for home care is expected to
grow, primarily due to an aging U.S. population. The Company expects to capitalize on these positive trends
through a determined set of strategies, as follows: generate increased revenue by growing Medicare volume and
improving commercial insurance pricing; continue to develop and expand specialty programs for incremental
revenue growth; focus on clinical associate recruitment, retention and productivity; and continue technology
initiatives that could make Gentiva more efficient and profitable. The Company anticipates executing these
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strategies by continuing to expand its sales presence, developing and marketing its managed care services,
making operational improvements and deploying new technologies, providing employees with leadership
training and instituting retention initiatives, ensuring strong ethics and corporate governance, and focusing on
shareholder value.

Management intends the discussion of the Company’s financial condition and results of operations that
follows to provide information that will assist in understanding its financial statements, the changes in certain
key items in those financial statements from year to year, and the primary factors that accounted for those
changes, as well as how certain accounting principles, policies and estimates affect the Company’s financial
statemnents.

The Company has identified three business segments for reporting purposes: Home Health, CareCentrix and
Other Related Services. The Other Related Services segment encompasses the Company’s hospice, respiratory
therapy and HME, infusion therapy and consulting services businesses. This presentation aligns financial
reporting with the manner in which the Company manages its business operations with a focus on the strategic
allocation of resources and separate branding strategies among the business segments.

Home Health

The Home Health segment is comprised of direct home nursing and therapy services operations, including
specialty programs. The Company conducts direct home nursing and therapy services operations through
licensed and Medicare-certified agencies from which the Company provides various combinations of skilled
nursing and therapy services, paraprofessional nursing services and homemaker services to pediatric, adult and
elder patients. The Company’s direct home nursing and therapy services operations also deliver services to its
customners through focused specialty programs that include:

*  Gentiva Orthopedics, which provides individualized home orthopedic rehabilitation services to patients
recovering from joint replacement or other major orthopedic surgery;

+ Gentiva Safe Strides®, which provides therapies for patients with balance issues who are prone to
injury or immobility as a result of falling; and

»  Gentiva Cardiopulmonary, which helps patients and their physicians manage heart and lung health in a
home-based environment.

Through its Rehab Without Walls® unit, the Company also provides home and community-based
neurorehabilitation therapies for patients with traumatic brain injury, cerebrovascular accident injury and
acquired brain injury, as well as a number of other complex rehabilitation cases.

CareCentrix

The CareCentrix segment encompasses Gentiva’s ancillary care benefit management and the coordination of
integrated homecare services for managed care organizations and health benefit plans. CareCentrix operations
provide an array of administrative services and coordinate the delivery of home nursing services, acute and
chronic infusion therapies, HME, respiratory products, orthotics and prosthetics, and services for managed care
organizations and health benefit plans. CareCentrix accepts case referrals from a wide variety of sources, verifies
eligibility and benefits and transfers case requirements to the providers for services to the patient. CareCentrix
provides services 10 its customers, including the fulfillment of case requirements, care management, provider
credentialing, eligibility and benefits verification, data reporting and analysis, and coordinated centralized billing
for all authorized services provided to the customer’s enrollees.
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Other Related Services
Hospice

Hospice serves terminally ill patients in the southeast United States. The Company provides comprehensive
management of the healthcare services and products needed by hospice patients and their families through the
use of an interdisciplinary team. Depending on a patient’s needs, each hospice patient is assigned an
interdisciplinary team comprised of a physician, nurse(s), home health aide(s), medical social worker(s),
chaplain, dietary counselor and bereavement coordinator, as well as other care professionals.

Respiratory Therapy and Home Medical Equipment

Respiratory therapy and HME services are provided to patients at home through branch locations primarily
in the southeast United States. Patients are offered a broad portfolic of products and services that serve as an
adjunct to traditional home health nursing and hospice care. Respiratory therapy services are provided to patients
who suffer from a variety of conditions including asthma, chronic obstructive pulmonary diseases, cystic fibrosis
and other respiratory conditions. HME includes hospital beds, wheelchairs, ambulatory aids, bathroom aids,
patient lifts and rehabilitation equipment.

Infusion Therapy

Infusion therapy is provided 1o patients at home through pharmacy locations in the southeast United States.
Infusion therapy serves as a complement to the Company’s traditional service offerings, providing clients with a
comprehensive home health provider while diversifying the Company’s revenue base. Services provided include:
(i) enteral nutrition, (ii) antibiotic therapy, (iii) total parenteral nutrition, (iv) pain management,

{v} chemotherapy, (vi} patient education and training and (vii) nutrition management,

Consulting

The Cormpany provides consulting services to home health agencies through its Gentiva Consulting unit.
These services include billing and collection activities, on-site agency support and consuiting, operational
support and individualized strategies for reduction of days sales outstanding.

Significant Developments
Healthfield Acquisition

On February 28, 2006, the Company completed the acquisition of Healthfield, a regional provider of home
healthcare, hospice and related services with approximately 130 locations primarily in eight southeastern states,
for $466 million in cash and shares of Gentiva common stock. Total consideration included transaction costs and
post-closing adjustments. The Company funded the purchase price from approximately $363 million of
borrowings under a new senior term loan facility, approximately 3.2 million shares of Gentiva common stock and
the remainder from existing cash balances. A portion of the purchase price was used to refinance Healthfield’s
existing net indebtedness.

The Company acquired Healthfield to strengthen and expand the Company’s presence in the southeast
United States, which has favorable demographic trends and includes important Cenrtificate of Need states;
diversify the Company’s business mix; provide a meaningful platform for the Company to enter the hospice
business, as well as expansion into respiratory therapy and HME services and infusion therapy as a direct
provider of services; and expand its specialty programs.

The comparison of results of operations between the fiscal 2007, 2006 and 2005 periods has been impacted
significantly by the inclusion of the operating results of former Healthfield locations for approximately ten
months of fiscal 2006 versus the full fiscal year 2007 and versus fiscal 2003, which reflects no impact of the
Healthfield acquisition.
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Home Health Care Affiliates Acquisition

On February 29, 2008, the Company completed the acquisition of 100 percent of the equity interest in Home
Health Care Affiliates, [nc. and certain of its subsidiaries and affiliates (“HHCA”™), a provider of home health and
hospice services with 14 locations in Mississippi, for $55 million in cash, excluding transaction costs and subject
to post-closing adjustments. The Company funded the transaction using $12 million of borrowings under the
Company’s revolving credit facility and $43 miilion in existing cash balances, including approximately
$21.8 million of cash which had been restricted in a segregated trust account as of December 30, 2007 for use as
collateral under the Company’s insurance programs, Prior to the closing of the HHCA acquisition, the Company
transferred funds in the segregated trust account to an operating account and replaced the collateral with an
equivalent amount of letters of credit issued under the Company’s revoiving credit facility.

The Company acquired HHCA to strengthen and expand its services in the southeast United States. The
Company had not previously provided any services in Mississippi, a state which requires providers to have a
certificate of need (“CON"") in order to operate a Medicare-certified home health agency. There have been no
new CONs issued in Mississippi in recent years.

Cigna Contract Extension

On February 5, 2008, the Company’s CareCentrix business unit entered into an extension of the Company’s
national homecare contract with Cigna, which provides for the coordination and delivery of certain homecare
services to Cigna members through January 31, 2011, amending the current agreement that was set to expire on
January 3i, 2009.

Results of Operations

The historical results that follow present a discussion of the Company’s consolidated operating results using
the historical results of Gentiva prepared in accordance with accounting principles generally accepted in the
United States of America (GAAP) for the fiscal years ended December 30, 2007, December 31, 2006 and
January 1, 2006.
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Year Ended December 30, 2007 Compared to Year Ended December 31, 2006
Net Revenues

A summary of the Company’s net revenues by segment follows:

Fiscal Year
Percentage
(Dolars in millions) 2007 2006 Variance
HomeHealth ............ ... . i, $ 8218 § 7469 10.0%
CareCenIiX . ot e 290.8 267.5 8.7%
Other Related Services . .. .. ... i i n 121.8 104.7 16.3%
Intersegment reVeNnUes .. .............uiiuinnnnnnnnnann.. 5.1} (12.5) (59.2%)
Total netrevenues . .............. ... i, $1,229.3  $1,106.6 11.1%
Net revenues by major payer source are as follows:
Fiscal Year
Percentage
(Dollars in millions) 2007 2006 Variance
Medicare
Home Health .. ... ... . ... .. . i $ 5492 § 4553 20.6%
Other . .o e 60.3 53.8 12.1%
Total Medicare ... ... . i i 609.5 509.1 19.7%
Medicaid and Local Government . ......................... 153.1 174.2 (12.1%)
Commercial Insuranceand Other .. .. .. ... ... ... .... 466.7 423.3 10.3%
Total NELTEVENUES . ... . et en e e $1,220.3  $1,106.6 11.1%

For fiscal year 2007 as compared to fiscal year 2006, net revenues increased by $123 million, or 11.1
percent, to $1.229 billion from $1.107 billion.

Home Health

Home Health segment revenues are derived from all three payer groups: Medicare, Medicaid and Local
Government and Commercial Insurance and Other. Fiscal 2007 net revenues were $821.8 million, up $74.9
million or 10.0 percent from $746.9 millicn in fiscal 2006.

Net revenues for fiscal 2007 as compared to fiscal 2006 were positively impacted by the acquisition of
Healthfield, whose home health revenues were approximately $188 million for fiscal 2006. Healthfield revenues
were included for ten months in the 2006 period as compared to a full year in fiscal 2007. As a result of a
commingling of business and resources between legacy Gentiva branch locations and former Healthfield branch
locations in selected markets in the southeast United States, it is not possible to provide specific net revenue
information for former Healthfield locations for fiscal 2007.

Revenues generated from Medicare were $349.2 million during fiscal 2007, an increase of 20.6 percent as
compared to $455.3 million in fiscal 2006, For branch locations that were part of either Gentiva or Healthfield
for more than one year, Medicare revenues increased by 14 percent for fiscal 2007 as compared to fiscal 2006.
Medicare revenues represented approximately 67 percent of total Home Health revenues in the 2007 fiscal year
as compared to 61 percent of total Home Health revenues in the 2006 fiscal year.

The majority of Medicare revenue growth resulted from (i) increased volume in specialty programs in both
new and existing locations as well as growth in traditional Medicare home health business, (ii) higher revenue

25




per admission due to increases in the mix of patients with higher acuity level, and (iii) reimbursement rate
changes as noted below. The year-over-year comparison was also impacted by a Medicare special item of $1.9
million recorded and received during the first quarter of fiscal 2006 in settlement of the Company’s appeal filed
with the Provider Reimbursement Review Board (“PRRB”) related to the reopening of its 1999 cost reports.

Medicare reimbursement rate changes included a 3.3 percent market basket increase that became effective
for patients on service on or after January 1, 2007, partially offset by the elimination of the 5 percent rate
increase related to home health services performed in specifically defined rural areas of the country (referred to
as the rural add-on provision). These changes resulted in an overall rate change of approximately 2.5 percent in
2007 as compared to 2006.

Revenues from all other payer sources in fiscal 2007 were $272.6 million, consisting of Medicaid and Local
Government revenues of $128.6 million and Commercial Insurance and Other revenues of $144.0 million.
Revenues from all other payer sources in fiscal 2006 were $291.6 miilion, consisting of Medicaid and Local
Government revenues of $152.3 million and Commercial Insurance and Other revenues of $139.3 million, The
decreases for fiscal 2007 compared to fiscal 2006 resulted primarily from a reduction in Medicaid and Local
Government revenues (approximately $23 million) and Commercial Insurance and Other revenues
(approximately $12 million) at legacy Gentiva locations offset somewhat by incremental revenues from former
Healthfield locations for fiscal 2007. The decrease in legacy Gentiva locations is primarily due to the Company’s
ongoing strategy of exiting certain low margin business as the Company continues to pursue more favorable
commercial pricing and a higher mix of Medicare business.

CareCentrix

CareCentrix segment revenues are derived from the Commerciai Insurance and Other payer group only.
Fiscal 2007 net revenues were $290.8 million, an 8.7 percent increase from $267.5 million reported in fiscal
2006. The increase in net revenues for fiscal 2007 is due primarily to an increase in membership enroflments
among its customers and the implementation of an exclusive contract in Georgia, offset somewhat by the absence
of transitional revenues of approximately $11 million due to contractual changes with Cigna implemented during
the first six months of 2006. Revenues derived from Cigna increased by approximately $23.2 million in fiscal
2007 as compared to fiscal 2006.

Other Related Services

Other Related Services segment revenues are derived from all three payer groups and include hospice,
respiratory therapy and HME services, and infusion therapy net revenues, as well as revenues derived from
consulting. Net revenues for fiscal 2007 were $121.8 million as compared to fiscal 2006 net revenues of $104.7
million. The increase in revenues in fiscal 2007 was due primarily to revenues generated from Healthfield
operations subsequent to its acquisition on February 28, 2006.

Medicare revenues were $60.3 million for fiscal 2007 as compared to $53.8 million for fiscal 2006.
Medicaid and Local Government revenues amounted to $24.5 million for fiscal 2007 as compared to
$21.8 million for fiscal 2006. Revenues derived from Commercial Insurance and Other payers for fiscal 2007
were $37.0 million as compared to $29.0 million for fiscal 2006.

Gross Profit
Fiscal Year
(Dollars in miltions) 2007 2006 Variance
Gross Profit . ..o . e e e $523.7 34623 3614
Asapercentofrevenue . ... ... ... . 42.6%  41.8% 0.8%

Gross profit in fiscal 2007 increased $61.4 million or 13.3 percent, primarily from increased revenues and
improvements in gross margin percentage, as compared to fiscal 2006.
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As a percentage of nel revenues, gross profit was 42.6 percent in fiscal 2007 as compared to 41.8 percent for
the fiscal 2006 period, an increase of 0.8 percent. From a total Company perspective, increases in Home Health
segment gross margin percentage attributable to significant changes in revenue mix were somewhat offset by
growth in the lower gross margin CareCentrix business and incremental depreciation in the respiratory therapy
and HME business due to a change in early 2007 in the estimated useful lives of certain equipment. The changes
in revenue mix in the Home Health segment resulted from (i) organic revenue growth in Medicare, particularly in
the Company's specialty programs, and (ii) the elimination or reduction of certain low margin Medicaid and
local government business and commercial business. These changes in revenue mix contributed te an increase in
gross margin within the Home Health segment from 48.6 percent in fiscal 2006 to 50.3 percent in fiscal 2007.

In addition to reasons noted above, the increase in gross margin percentage for fiscal 2007 reflected the full
year impact of the Healthfield acquisition and the corresponding increase in Medicare revenue at a traditionally
higher gross margin than certain other business lines as well as productivity gains in the clinician workforce. This
increase was partially offset by the Medicare special item recorded in the first quarter of 2006, as discussed
above, which had a positive impact on gross profit of $1.9 million or 0.2 percent of revenues in fiscal 2006 and
the positive impact of a $0.6 million change in estimate related to prier year contract revenue in CareCentrix.

Gross profit was impacted by depreciation expense of $5.3 million in fiscal 2007 as compared to $2.0
million for fiscal 2006.

Selling, General and Administrative Expenses

Selling, general and administrative expenses, including depreciation and amortization, increased $35.7
million to $444.0 million for the fiscal year ended December 30, 2007, as compared to $408.3 million for the
year ended December 31, 2006,

The increase of $35.7 million for fiscal 2007 as compared to fiscal 2006 was primarily attributable to the
impact of the Healthfield acquisition. Selling, general and administrative expenses associated with Healthfield’s
corporate and field locations, which averaged about $10 million per month in fiscal 2006, were included for ten
months (from February 28, 2006, the Healthfield acquisition date} in fiscal 2006 but were inclucled in the entire
fiscal 2007. As a result of commingling of business and resources between legacy Gentiva locations and former
Healthfield locations, it is not possible to provide specific selling, general and adminisirative expense
information for former Healthfield locations for the fiscal 2007 period.

In addition to the impact of the Healthfield acquisition, selling, general and administrative expenses also
increased during the fiscal 2007 due to (i) continuing investments in infrastructure and capacity necessary to
accelerate growth in the Other Related Services segment, (ii) incremental provision for doubtful accounts of
approximately $1 million related to certain receivable balances in the Other Related Services segment,

(iil) increased costs in the Home Health segment to support higher revenue volume, (iv) incremental costs of $2.5
million relating to equity-based compensation, which was $6.8 million for fiscal 2007 and $4.3 million for fiscal
2006, (v) incremental depreciation and amortization expense of $1.5 million as noted below and (vi) incremental
costs of approximately $3 million for employees and consultants to support information services and the
Company’s strategic technology projects, including the Company’s new LifeSmart clinical management system.
For fiscal 2007, the Company recorded a net charge of $0.3 million related to a positive adjustment of a lease
obligation, offset by other various adjustments, compared to fiscal 2006, which included a positive adjustment of
$0.9 million related to favorable legal settlements.

These increases during fiscal 2007 were offset somewhat by synergies realized in connection with the
consolidation of certain Gentiva and Healthfield back office functions as we!l as lower restructuring and
integration costs relating to the Healthfield acquisition and CareCentrix restructuring activities in fiscal 2006,
The aggregate amount of restructuring and integration costs were $2.4 million for fiscal 2007 and $7.7 million
for fiscal 2006.

27




Depreciation and amortization expense included in seiling, general and administrative expenses were $14.7
million for fiscal 2007 as compared to $13.2 million for fiscal 2006.

Interest Expense and [nterest Income

For fiscal 2007 and fiscal 2006, net interest expense was approximately $24.1 million and $21.4 million,
respectively, consisting primarily of interest expense associated with the term loan borrowings, fees associated
with the Company’s credit agreement and outstanding letters of credit and amortization of debt issuance costs,
partially offset by interest income of $3.2 million and $3.3 million, respectively, earned on short-term
investments and existing cash balances.

Income before Income Taxes

Components of income before income taxes were as follows:

Fiscal Year
(Dollars in millions) 2007 2006 Variance
Operating Contribution:
HomeHealth ........... ... .. ... ... ... ........ $1220 3 945 $27.5
CareCentrix .. ... ... .. i 29.1 24.7 4.4
Other Related Services ....... ... ... ... .. ... 0vuun. 13.8 18.6 (4.8)
Total Operating Contribution ......................... 164.9 137.8 27.1
Corporate eXpenses . ......vvveerrenraneneneneeannnn. (65.3) (68.6) 33
Depreciation and amortization ........................ (20.0) (15.2) (4.8)
Interest expense, NEt .. ... ... ...ttt (24.1) (21.4) 2.7
Income before income taxes .......................... $555 % 326 $229
Asapercentofrevenue .............. .. ... e, 4.5% 2.9% 1.6%

Income Taxes

The Company recorded a federat and state income tax provision of $22.8 million for fiscal 2007,
representing a current tax provision of $1.8 million and a deferred tax provision of $21.0 million. The difference
between the Federal statutory income tax rate and the Company’s effective rate of 40.9 percent for fiscal 2007 is
primarily due to (i) the impact of the adoption of Statements of Financial Accounting Standards (“SFAS™)

No. 123 (revised 2004) “Share-Based Payment” (“SFAS 123(R)") (approximately 2.2 percent), and (ii) state
income taxes, net of a decrease in the state tax valuation allowance (4.4 percent), partially offset by (iii) a net
reduction of $0.5 million of tax reserves associated with the expiration of the statute of limitations and various
other items (approximately 0.7 percent).

The Company recorded a federal and state income tax provision of $11.9 million for fiscal 2006,
representing a current tax provision of $1.0 million and a deferred tax provision of $10.9 million. The difference
between the Federal statutory income tax rate and the Company’s effective rate of 36.4 percent for fiscal 2006 is
primarily due to (i} the impact of the adoption of SFAS 123(R) (approximately 3.5 percent), and (ii) state income
taxes, net of a decrease in the state tax valuation allowance (5.2 percent), partially offset by (iii) the release of
$0.8 million of tax reserves associated with the expiration of the statute of limitations {(approximately 2.5
percent), (iv) the adjustment of net deferred tax assets from 39 percent to 40 percent (approximately 1.7 percent),
and (v) additional state net operating loss carryforwards resulting from the finalization of prior year state tax
audits (approximately 2.1 percent) and various other items (1.0 percent).

Net Income

The Company recorded net income of $32.8 million, or $1.15 per diluted share, in fiscal 2007 compared to
net income of $20.8 million, or $0.76 per diluted share, in fiscal 2006.
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Net income for fiscal 2007 included; (i) pre-tax restructuring and integration costs of $2.4 million, or $0.05
per diluted share; and (ii) a net cost of $0.18 per diluted share representing a pre-tax charge of $6.8 million
resulting from the adoption of SFAS 123(R) for equity-based compensation and its impact on the Company’s
effective tax rate.

Net income for fiscal 2006 included: (i) a special item related to Medicare, noted under the heading “Net
Revenues” above, which had a positive pre-tax impact of $1.9 million, or $0.04 per diluted share; (ii) pre-tax
restructuring and integration costs of $7.7 million, or $0.17 per diluted share; and (iii) a net cost of $0.14 per
diluted share representing a pre-tax charge of $4.3 million resulting from the adoption of SFAS 123(R) for
equity-based compensation and its impact on the Company’s effective tax rate.

Year Ended December 31, 2006 Compared to Year Ended January 1, 2006

Net Revenues

A summary of the Company’s net revenues by segment follows:

Fiscal Year
Percentage
(Dollars in millions) 2006 2005 Variance
Home Health .. ...t e e e $ 7469 $547.1 36.5%
LT = 00~ 11y . A 267.5 3330 (19.7%)
Other Related Services ........ . oot eiinns 104.7 54 1939.9%
[Ntersegment FEVENUES . ... v oottt iime e (12.5) (16.7) (25.0%)
Total NEL FEVETIUES . . ... oottt ie ittt aes $1,106.6  $868.8 27.4%
Net revenues by major payer source are as follows:
Fiscal Year
Percentage
{Dollars {n millions) 2006 2005 Variance
Medicare
HomeHealth ...t i en e $ 4553 $2658 71.3%
Other ............................................. 53.8 —_ -—_
Total Medicare . ........coiiiininiiiii i 509.1 265.8 91.5%
Medicaid and Local Government .......... ... . coivvvevienn. 174.2 149.8 16.3%
Commercial Insurance and Other ............ . o, 423.3 453.2 (6.6%)
Total netrevenues . ... ...... ...t $1,106.,6 $868.8 &t}_%

For fiscal year 2006 as compared to fiscal year 2005, net revenues increased by $238 million, or 27.4
percent, to $1.107 biltion from $869 million.

Home Health

Home Health segment revenues are derived from all three payer groups: Medicare, Medicaid and Local
Government and Commercial Insurance and Other. Fiscal 2006 net revenues were $746.9 million, up $199.8
million, or 36.5 percent, from $547.1 million in the fiscal 2005 period. Net revenues derived from former
Healthfield locations were approximately $188 million for fiscal 2006.

Revenues generated from Medicare were $455.3 miltion in fiscal 2006 as compared to $265.8 million in
fiscal 20035. This increase resulted from (i) the impact of the Healthfield acquisition and (ii) growth from existing
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Gentiva locations fueled primarily by increased volume in specialty programs and continuing improvement in
revenue per admission. Medicare special items of $1.9 mitlion and $3.6 million were recorded and received
during the first quarter of fiscal 2006 and fourth quarter of fiscal 2005, respectively, representing a settlement of
our appeal filed with the PRRB related to the reopening of our 1999 cost reports. For branch locations that were
part of either Gentiva or Healthfield for more than one year, Medicare revenues increased by 11 percent between
the fiscal 2005 and 2006 periods. Medicare revenues represented approximately 61 percent of total Home Health
revenues in fiscal 2006 as compared to 49 percent of total Home Health revenues in fiscal 2005.

Revenues from other payer sources were $291.6 million in the fiscal 2006 period as compared to $281.3
million in the fiscal 2005 period. This increase resulted primarily from Medicaid and Local Government and
Commercial Insurance and Other revenues from former Healthfield locations (approximately $28 million) offset
by a decrease of approximately $14 million or 11 percent in Commercial Insurance and Other revenues due to
Gentiva’s decision to exit certain low margin business as the Company continues to pursue more favorable
commercial pricing.

CareCentrix

CareCentrix segment revenues are derived from the Commercial Insurance and Other payer group only.
Fiscal 2006 net revenues were $267.5 million, a 19.7 percent decline from $333.0 million reported in the prior
year period. The decrease in net revenues for fiscal 2006 is due primarily to (i) the termination of a contract with
TriWest Healthcare Alliance (“TriWest”) on November 29, 2005; and (ii) a change in the contract with Cigna,
effective February 1, 2006, whereby the Company no longer provides respiratory therapy services and certain
HME to members of Cigna plans. Revenues derived from Cigna decreased by approximately $35.5 million, or 14
percent, in fiscal 2006 as compared to fiscal 2005.

Other Related Services

Other Related Services segment revenues are derived from all three payer groups. Fiscal 2006 net revenues
of $104.7 million include hospice, respiratory therapy and HME services, and infusion therapy, as well as
revenues derived from consulting services. For fiscal 2005, net revenues of $5.4 million were generated entirely
from the consulting business and one HME location. The increase in revenues in fiscal 2006 was due to revenues
generated from Healthfield operations subsequent to its acquisition on February 28, 2006,

Gross Profit
Fiscal Year
{Dollars in millions) 2006 2005 Variance
Gross profit ... ... e e $462.3  $3266  §1357
Asapercent OF TEVENUE . ... ... . .ttt inarninannnnnns 41.8%  37.6% 4.2%

As a percentage of revenues, gross profit increased 4.2 percentage points in fiscal 2006 as compared to
fiscal 2005. The increase in gross margin percentage is primarily attributable to significant changes in the
Company’s business mix resulting primarily from the impact of the Healthfield acquisition and the resulting
increase in Medicare revenue at a traditionally higher gross margin than other business lines. To a lesser extent,
the increase is attributable to: (i) organic revenue growth in Medicare, especially in the Company’s speciaity
programs; (ii} progress in exiting low margin commercial business within the Home Health segment; and
(ii1) less revenue in the lower gross margin CareCentrix business as compared to fiscal 2005,

In addition, the gross profit percentage in the 2006 period was positively impacted by improved CareCentrix
pricing and incremental gross margin relating to a classification change of a CareCentrix contract and cost of
claims incurred but not reported (0.2 percentage points); productivity gains in the clinician workforce; and
increased revenue per admission in the Home Health segment.
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Selling, General and Administrative Expenses

Selling, general and administrative expenses, including depreciation and amortization, increased $111.7
million to $408.3 million for the fiscal year ended December 31, 2006, as compared to $296.6 million for the
year ended January 1, 2006.

The increases for fiscal 2006, as compared to fiscal 2005, were attributable to (i) corporate and field
operating costs associated with the Healthfield operations following the acquisition on February 28, 2006 of
approximately $101.5 million; (ji) restructuring and integration costs of $7.7 million, related to severance and
other integration costs associated with the Healthfield acquisition, realignment of the CareCentrix operations in
response to changes in the nature of services provided to Cigna members, and restructuring costs associated with
the Company’s hospice operations; (iii) equity-based compensation costs of $4.3 million associated with the
adoption of SFAS 123(R); and (iv) amortization of identifiable intangible assets of $2.2 million as well as
depreciation expense relating to the Healthfield operations acquired in 2006. The Company recorded an $0.8
million favorable arbitration settlement recorded in fiscal 2005 and the positive impact of $0.9 million in fiscal
2006 related to favorable legal settlements, In addition, the Company incurred incremental salaries and
consulting costs to support information services and the Company’s strategic technology projects and various
other expenses during fiscal 2006, offset by cost reductions of $8.6 million during fiscal 2006 in the CareCentrix
business.

Selling, general and administrative expenses were positively impacted in fiscal 2006 by approximately $3.5
million associated with synergies realized from various integration activities during the ten months subsequent to
the Healthfield acquisition date.

Interest Expense and Interest Income

For fiscal 2006, net interest expense was approximately $21.4 million, consisting primarily of interest
expense associated with the term loan borrowings, fees associated with the Company’s credit agreement and
outstanding letters of credit and amortization of debt issuance costs, partially offset by interest income of $3.3
million earned on short-term investments and existing cash balances. Net interest income for fiscal 2005
represented interest income of approximately $2.9 million, partially offset by fees and other costs relating to the
Company’s revolving credit facility and outstanding letters of credit.

Income before Income Taxes

Components of income before income taxes were as follows:

Fiscal Year
(Dolars in millions) 2006 2005 Variance
Operating Contribution:
Home Health . ... oo e $94.5 $53.6 $40.9
Careemrix o oot 24.7 26.0 (1.3)
Other Related Services . ... ... ittt iiiie s 18.6 0.9 17.7
Total Operating Contribution ........ ... .. .. ........... 137.8 80.5 573
COrporale EXPenses . . . ..o v it n ettt et (68.6) 42.5) (26.1)
Depreciation and amortization ...................ccviu.... (15.2) (8.1) 7.1y
Interest (expense) INCOME, NEL . ... ... vt eennnnnn. (21.4) 1.9 (23.3)
Income before INCOME LAXES . ... ... it $32.6 $31.8 $0.8
Asapercentofrevenue ...... ... ... ... i 2.9% 3.7% (0.8%)

31




Income Taxes

The Company recorded a federal and state income tax provision of $11.9 million for fiscal 2006,
representing a current tax provision of $1.0 million and a deferred tax provision of $10.9 million. The difference
between the Federal statutory income tax rate and the Company’s effective rate of 36.4 percent for fiscal 2006 is
primarily due to (1) the impact of the adoption of SFAS 123(R) (approximately 3.5 percent), and (ii) state income
taxes, net of a decrease in the state tax valuation allowance (5.2 percent), partially offset by (iii) the release of
$0.8 million of tax reserves associated with the expiration of the statute of limitations (approximately 2.5
percent}, (iv) the adjustment of net deferred tax assets from 39 percent to 40 percent (approximately 1.7 percent),
and (v) additional siate net operating loss carryforwards resulting from the finalization of prior year state tax
audits (approximately 2.1 percent) and various other items (1.0 percent).

The Company recorded a federal and state income tax provision of $8.5 million for fiscal 2005, representing
a current tax benefit of $4.5 million offset by a deferred tax provision of $13.0 million. The income tax provision
for fiscal 2005 included a $4.2 million release of tax reserves related to the favorable resolution of tax audit
issues for the years 1997 through 2000. The Company agreed to assume responsibility for these items in
connection with its Split-Off from Olsten in March 2000. The difference between the Federal statutory income
tax rate and the Company’s effective rate of 26.6 percent for fiscal 2005 is primarily due to the release of tax
reserves offset by siate income taxes.

Net Income

The Company recorded net income of $20.8 million, or $0.76 per diluted share, in fiscal 2006 compared to
net income of $23.4 million, or $0.94 per diluted share, in fiscal 2005.

Net income for fiszal 2006 included: (i) a special item related to Medicare, noted under the heading “Net
Revenues” above, which had a positive pre-tax impact of $1.9 million, or $0.04 per diluted share; (ii) pre-tax
restructuring and integration costs of $7.7 million, or $0.17 per diluted share; and (iii) a net cost of $0.14 per
diluted share representing a pre-tax charge of $4.3 million resulting from the implementation of a new
accounting rule for equity-based compensation and its impact on the Company’s effective tax rate.

Net income for fiscal 2005 included $4.2 million, or $0.17 per diluted share, relating to the favorable
resolution of tax audit issues noted under the heading “Income Taxes” above. Net income for fiscal 2005 also
included: (i} a special item related to Medicare which had a positive pre-tax impact of $3.6 million, or $0.09 per
diluted share, as discussed under the heading “Net Revenues” above and (ii) restructuring and other special items
of $0.9 million (pre-tax), or $0.02 per dituted share. See Notes 4, § and 11 to the Company’s consolidated
financial statements,.

Liquidity and Capital Resources
Liquidity

The Company’s principal source of liquidity is the collection of its accounts receivable. For healthcare
services, the Company grants credit without collateral to its patients, most of whom are insured under third party
commercial or governmental payer arrangements. Additional liquidity is provided from existing cash balances

and the Company’s credit arrangements, principally through its revolving credit facility. See Notes 6 and 14 to
the Company’s consolidated financial statements.

During fiscal 2007, cash provided by operating activities was $62.7 million and cash generated from the
issuance of common stock upon the exercise of stock options and under the Employee Stock Purchase Plan
(“ESPP”) was $7.9 million. For the fiscal year ended December 30, 2007, the Company used $24.1 million of
cash for capital expenditures, $3.8 million for acquisitions and $32 million for voluntary debt prepayments
relating to the Company’s term loan,
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The Company generated net cash from operating activities of $62.7 million for the year ended December 30,
2007 as compared to net cash provided by operating activities of $51.4 million for the year ended December 31,
2006. The increase of $11.3 million in net cash provided by operating activities between the 2006 and 2007
periods was primarily driven by an increase in cash provided by operations prior to changes in assets and
liabilities ($30.4 million) and changes in current liabilities ($17.3 million) offset by changes in accounts
receivable and other assets ($36.4 million).

Adjustments to add back non-cash items affecting net income are summarized as follows (in thousands):

Fiscal Year Ended

December 30, December 31,
2007 2006 Variance

OPERATING ACTIVITIES:

Netincome .. ... e e $32,828 320,776 $12,052

Adjustments to add back non-cash items affecting net income:
Depreciation and amortization .......... ... . ieiiiea... 20,014 15,241 4,773
Amortization of debt iS5Uance CoOSLS . ... .. . ou i 1,063 1,028 35
Provision for doubtful accounts . ........ ... ... ... ... ..., ..., 9,939 6,425 514
Loss on disposal / writedown of fixed assets . ................... — 844 (844)
Equity-based compensation expense ........... ... ... .. ..., 6,812 4,281 2,531
Reversal of tax auditreserves .........ooviiiiniiinnnennnnnn. (450) (800) 350
Windfall tax benefits associated with equity-based compensation ... (856) (1,804) 948
Deferred income tax €Xpense ............vuiiiiiiiinnananiiis 20,923 10,841 10,082

Total cash provided by operations prior to changes in assets and

liabilities ... ... ... e $£90,273 $59,832 330,441

The $30.4 miltion difference in “Total cash provided by operations prior to changes in assets and liabilities™
between fiscal year 2006 and fiscal year 2007 is primarily related to improvements in net income after adjusting
for components of income that do not have an impact on cash, such as depreciation and amortization, the reversal
of tax audit reserves, deferred income tax expense, and equity-based compensation expense.

Cash flow from operating activities between the 2006 and 2007 reporting periods was negatively impacted
by (534.0) million as a result of changes in accounts receivable represented by a ($2.4) million decrease in the
2006 period and a ($36.4) million decrease in the 2007 period, exclusive of accounts receivable of acquired
businesses as of the respective acquisition dates. The change in accounts receivable relates primarily to revenue
growth in the Company’s CareCentrix and Home Health businesses ($4 million and $12 million, respectively), as
well as (i) delays in cash received due to a change in the intermediary assigned to process Medicare claims for
the Company’s respiratory therapy and HME business, (i} short-term delays in certain billing and collection
activities associated with ongoing billing center consolidation activity, and {iii) the reclassification of
approximately $2 million in customer credits from accounts receivable to other accrued expenses, as well as
strong cash collections during the 2006 period, including collection of a portion of the accounts receivable
attributable to the TriWest account. Cash flow from operating activities was negatively impacted by ($1.2)
million as a result of changes in prepaid expenses and other current assets of {$3.5) million in the 2007 period as
compared to ($2.3) million in the 2006 period.




Cash flow from operating activities between the 2006 and 2007 reporting periods was positively impacted
by $17.3 million as a result of changes in current liabilities represented by a ($4.7) million decrease in the 2006
period and $12.6 million increase in the 2007 peried. A summary of the changes in current liabilities impacting
cash flow from operating activities follows {in thousands):
Fiscal Year Ended
December 30, December 31,

2007 2006 Variance
OPERATING ACTIVITIES:
Changes in current liabilities:
Accountspayable .. ... .. . 499 (2,539) § 3,038
Payroll and related taxes ......... ... .. ... ... ..ol 1,078 (8,194) 9,272
Deferred revenue ... ... ... . 8,892 (2,891) 11,783
Medicare Tabilities .. .......ooooie e (1,247) 188 (1,435)
Cost of claims incurred but notreported .. ........... ... ... . ... 4859 (5,814) 10,673
Obligations under insurance programs ................covunn.. 906 2414 (1,508}
Other accrued expenses . ... i iinii i (2,381 12,141 (14,522)
Totat changes in current liabilities ..............voiirrnneennnann. $12,606 $¢4,695) § 17,301

The primary drivers for the $17.3 million difference resulting from changes in current liabilities that
impacted cash flow from operating activities include:

*  Accounts payable, which had a positive impact on cash of $3.0 million.

» Payroll and related taxes, which had a positive impact of $9.3 million between the 2006 and 2007
reporting periods primarily related to the acceleration of payment of one payroll into 2006 associated
with the conversion of former Healthfield associates onto the Company’s payroll system in December
2006.

» Deferred revenue, which had a positive impact of $11.8 million between the 2006 and 2007 reporting
periods, primarily due to growth in Medicare revenues as well as a change in presentation of certain
open Medicare episodes which resulted in an increase in both accounts receivables and deferred
revenues at December 30}, 2007.

» Medicare liabilities, which had a negative impact of ($1.4) million between the 2006 and 2007
reporting periods, primarily related to repayments associated with corrections CMS made to the
Medicare hospice cap amounts for the periods from November 1, 2002 to October 31, 2003 and from
November 1, 2003 10 October 31, 2004.

»  Cost of claims incurred but not reported, which had a positive impact of $10.7 million on the changes
in operating cash flows between the 2006 and 2007 reporting periods, associated with growth in the
Company’s CareCentrix business and timing of claims adjudication.

* Obligations under insurance programs, which had a negative impact on the change in operating cash
flow of ($1.5) million between the 2006 and 2007 reporting periods primarily as a result of increases in
health and welfare benefit liabilities due to increased costs and the number of covered associates,
partially offset by continuing favorable trends in workers’ compensation and malpractice claims.

»  Other accrued expenses, which had a negative impact on the change in operating cash flow of ($14.5)
million between the 2006 and 2007 reporting perinds, due primarily to accrued interest payable
associated with the Company’s term loan, restructuring reserves associated with integration activities,
and incentives and commissions reflecting the increased sales force and eligible administrative
associates under those plans from the acquisition of Healthfield as well as changes in various other
accrued expenses.

Working capital at December 30, 2007 was approximately $129 million, an increase of $13 miilion, as
compared to approximately $116 million at December 31, 2006, primarily due to:

« a %10 million increase in cash, cash equivalents, restricted cash and short-term investments;
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+ a %26 million increase in accounts receivable, due to reasons noted above;

+ a $3 million increase in prepaid expenses and other assets due to prepayments made in connection with
the Company's insurance programs; offset somewhat by

« a$12 million decrease in deferred tax assets due primarily to the utilization of federal net operating
loss carryforwards; and

« a %14 million increase in current liabilities, consisting of increases in accounts payable (51 million),
payroll and related taxes ($1 million), deferred revenue {$9 million), cost of claims incurred but not
reported ($5 million), and obligations under insurance programs ($1 million), partially offset by a
decrease in Medicare liabilities {($1 million}, and other accrued expenses ($2 million).

The changes in current liabilities are described above in the discussion on net cash provided by operating
activities.

Days Sales Outstanding (“DSO") as of December 30, 2007 were 6(} days, an increase of four days from
December 3i, 2006. DSO at December 30, 2007 for Home Health, CareCentrix and Other Related Services were
59, 63 and 61 days, respectively, compared to 53, 66 and 54 days, respectively, at December 31, 2006.

Accounts receivable aging by major payer sources of reimbursement were as follows (in thousands):

December 30, 2007

Total Current 31-90days 91-180days Over 180 days
Medicare . ....... ..o $ 93992 $ 44,755 334,186 $10,335 $ 4,716
Medicaid and Local Government ........ e 21,818 10,753 6,935 2,243 1,882
Commercial Insurance and Other . ............ 94,540 58,960 19,884 8,753 6,943
Self-Pay ... e 6,888 625 1,611 2,355 2,297
Gross Accounts Receivable . ................ $217,238 3$115,093 362616 $23,691 $15,838

December 31, 2006

Total Current 31-90days 91-180days Over 180 days
Medicare ...t e $ 76,105 $ 35,794 $28,882 $ 8,445 $ 2,984
Medicaid and Local Government ............. 24,175 12,064 7,581 2,410 2,120
Commercial Insurance and Other . ... ......... 84,089 49,129 20,101 8.375 6,484
Self-Pay . .......coouve i 6,985 569 1,401 1,638 3,377
Gross Accounts Receivable ................. $191,3534 § 97,556 $57,965 $20.868 $14,965

The Company participates in Medicare, Medicaid and other federal and state healthcare programs. The
Company’s revenue mix by major payer classifications was as follows:

Fiscal Year
2007 2006 2005

MeEdiCare . . . .t e 50% 46% 3%
Medicaid and Local GOVEIIIMENL . . . ... ..t i it vt aaannn 12 16 17
Commercial Insurance and Other .. ... . i i e e e _ﬁ _ﬁ 2

100%  100%  100%
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Segment revenue mix by major payer classifications was as follows:

Fiscal Year
2007 2006 2005
Other Other Other

Home Related Home Related Home  Related
Health Services Health Services Health Services

Medicare . . . ... ... . 67% 50% 61% 51% 49% 0%
Medicaid and Local Government .. .................... 16 20 20 21 27 20
Commercial Insurance and Other ......... ... ......... j _3_0 __1_2 _2__§ ﬁ ﬂ

Total net revenues ... .. ... e anrnn., l_Q_O% &Q% E_Q% _I_QQ% .}_(]-(_J% _I_OQ%

CareCentrix revenues are all derived from the Commercial Insurance and Other payer group.

In November 2006, CMS annocunced an increase of 3.3 percent in Medicare home health rates (the *market
basket increase™) for episodes ending on or after January 1, 2007 and the elimination of a temporary 5 percent
premium reflected in the reimbursement rate for specifically defined rural-areas of the country (the “rural add-on
provision”) for episodes that began on or after January 1, 2007. In August 2007, CMS published the “Home
Healih Prospective Payment System Refinement and Rate Update for Calendar Year 2008” that contains
significant refinements to the Medicare home health prospective payment system (“PPS™) including, among other
things, a multi-year reduction in the home health system payment rates to offset coding changes since the original
implementation of PPS in 2000, known as “case mix creep”, and a 3.0 percent market basket update, effective
January 1, 2008.

Medicare reimbursement rates for hospice services increased by 3.4 percent effective October 1, 2006. On
June 29, 2007, CMS released a transmittal that confirmed an increase of 3.3 percent to the fiscal 2008 Medicare
hospice annual update payment. On April 20, 2007, CMS released a transmittal that described corrections to the
Medicare hospice cap amount for the periods from November 1, 2002 to October 31, 2003 and from
November 1, 2003 to October 31, 2004. Based on the notifications received from CMS, the Company has repaid
approximately $1.1 million and received reimbursement of approximately $1.0 million of that amount under the
indemnification provisions of a previous acquisition agreement under Healthfield.

There are certain standards and regulations that the Company must adhere to in order to continue to
participate in Medicare, Medicaid and other federal and state healthcare programs. As part of these standards and
regulations, the Company is subject to periodic audits, examinations and investigations conducted by, or at the
direction of, governmental investigatory and oversight agencies. Periodic and random audits conducted or
directed by these agencies could result in a delay or adjustment to the amount of reimbursements received under
these programs. Violation of the applicable federal and state health care regulations can result in our exclusion
from participating in these programs and can subject the Company to substantial civil and/or criminal penalties.
The Company believes that it is currently in compliance with these standards and regulations. The Company’s
HME and respiratory business operates in certain markets that are subject to a competitive bidding process for
Medicare.

The Company is party to a contract with Cigna, pursuant to which the Company provides or contracts with
third-party providers to provide various homecare services including direct home nursing and related services,
home infusion therapies and certain other specialty medical equipment to patients insured by Cigna. For fiscal
years 2007, 2006 and 2005, Cigna accounted for approximately 19 percent, 20 percent and 29 percent,
respectively, of the Company’s total net revenues. These decreases in Cigna revenues as a percent of the
Company’s total net revenues are primarily attributable to revenue growth resulting from the Healthfield
acquisition and lower revenues from Cigna as a result of changes in the Cigna contract commencing in early
2006, as noted below, partially offset by the Cigna membership growth and contractual rate changes,

Effective February 1, 2006, the Cigna contract was amended for a period through January 31, 2009.
Subsequent to the effective date of this amended contract, the Company no longer provides ancillary care benefit
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management services relating to the delivery of respiratory therapy services and certain HME to members of
Cigna’s health plans. On February 7, 2008, the Company announced that it had signed another extension of its
contract with Cigna, which provides for the coordination and delivery of homecare services to Cigna members
through January 31, 2011. The contract automatically renews thereafter for additional one year terms. Either
party may elect not to renew this contract by providing at least 90 days written notice to the other party prior to
Januvary 31, 2011 or the start of each subsequent one year term. If Cigna chose to terminate or not renew the
coniract, or fo significantly modify its use of the Company’s services, there could be a material adverse effect on
the Company’s cash flow,

Net revenues generated under capitated agreements with managed care payers were approximately 6
percent, 8 percent, and 12 percent of total net revenues for fiscal 2007, 2006 and 2005, respectively.

Credit Arrangements

On February 28, 2006, the Company entered into a credit agreement which provides for an aggregate
borrowing amount of $445.0 million of senior secured credit facilities consisting of (i) a seven year term loan of
$370.0 million repayable in quarterly installments of 1 percent per annum (with the remaining balance due at
maturity on March 31, 2013} and (ii) a six year revolving credit facility of $75.0 million, of which $55.0 million
is available for the issuance of letters of credit and $10.0 million is available for swing line loans. The revolving
credit facility was increased on March 5, 2008 as further described in Note 14 to the Company’s consolidated
financial statements. Upon the occurrence of certain events, including the issuance of capital stock, the
incurrence of additional debt (other than that specifically allowed under the credit agreement), certain asset sales
where the cash proceeds are not reinvested, or if the Company has excess cash flow (as defined in the
agreement), mandatory prepayments of the term loan are required in the amounts specified in the credit
agreement.

Interest under the credit agreement accrues at Base Rate or Eurodollar Rate (plus an applicable margin
based on the table presented below) for both the revolving credit facility and the term loan. Overdue amounts
bear interest at 2 percent per annwm above the applicable rate, The interest rates under the credit agreement are
reduced if the Company meets certain reduced leverage targets as follows:

Revolving Credit Term Loan
Consolidated Consolidated Margin for Margin for
Leverage Ratio Leverage Ratio Base Rate Loans Eurodollar Loans
235 235 1.25% 2.25%
<35&230 <35&%30 1.00% 2.00%
<30&225 <3.0 0.75% 1.75%
<25 0.50% 1.50%

The Company is also subject to a revolving credit commitment fee equal to 0.375 percent per annum (0.5
percent per annum pricr to August 1, 2007) of the average daily difference between the total revolving credit
commitment and the total outstanding borrowings and letters of credit, excluding amounts outstanding under
swing loans. As of July 1, 2007, the Company achieved a consolidated leverage ratio of less than 3.5 and, as a
result, the margin on revolving credit and term ioan borrowings was reduced by 25 basis points, effective August
1, 2007. As of December 30, 2007, the Company achieved a consolidated leverage ratio below 3.0 and as a result
triggered an additional 25 basis point reduction in the margin on revolving credit and term loan borrowings,
effective February 14, 2008. As of December 30, 2007, the consolidated leverage ratio was 2.87.

The credit agreement requires the Company to meet certain financial tests. These tests include a
consolidated leverage ratio and a consolidated interest coverage ratio. The credit agreement also contains
additional covenants which, among other things, require the Company to deliver to the lenders specified financial
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information, including annual and quarterly financial information, and limit the Company’s ability to do the
following, subject to various exceptions and limitations: (i) merge with other companies; (ii) create liens on its
property; (iii) incur additional debt obligations; (iv) enter into transactions with affiliates, except on an arms-
length basis; (v) dispose of property; (vi) make capital expenditures; and (vii) pay dividends or acquire capital
stock of the Company or its subsidiaries. As of December 30, 2007, the Company was in compliance with the
covenants in the credit agreement.

During fiscal 2006 and fiscal 2007, the Company made prepayments of $28 million and $32 million,
respectively, relating to its term loan. Beginning in the second quarter of 2008, the Company is required to make
quarterly installment payments of $768,000 with the remaining balance due at maturity on March 31, 2013. The
required quarterly installment payments are reduced by any additional prepayments the Company may make,
applied against the quarterly installments pro rata based on the remaining outstanding principal amount of such
installments, including the balance due at maturity. As of December 30, 2007, maturities under the term loan
were as follows: $2.3 million for fiscal 2008, $3.1 million per year for fiscal 2009 through fiscal 2012 and $295.3
million thereafter. As of December 30, 2007, the Company had outstanding borrowings under the term loan of
$310.0 miltion. There were no borrowings outstanding under the revolving credit facility as of December 30,
2007.

Total outstanding letters of credit were approximately $20.1 million at December 30, 2007 and
December 31, 2006. The letters of credit, which expire one year from the date of issuance, were issued to
guarantee payments under the Company’s workers’ compensation program and for certain other commitments.
See Note 14 to the Company’s consolidated financial statements. The Company also had outstanding surety
bends of $1.9 million at December 30, 2007 and $2.7 million at December 31, 2006.

Guarantee and Collateral Agreement

The Company has entered into a Guarantee and Collateral Agreement, among the Company and certain of
its subsidiaries, in favor of the administrative agent under the credit agreement (the “Guarantee and Collateral
Agreement”"). The Guarantee and Collateral Agreement grants a collateral interest in all real property and
personal property of the Company and its subsidiaries, including stock of its subsidiaries. The Guarantee and
Collateral Agreement also provides for a guarantee of the Company’s obligations under the credit agreement by
substantially all subsidiaries of the Company.

Additional items that could impact the Company’s liquidity are discussed under “Risk Factors™ in Item 1A
of this repont,
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Capital Expenditures

The Company’s capital expenditures for fiscal year 2007 were $24.1 million, as compared to $24.4 million
for fiscal year 2006. The Company intends to make investments and other expenditures to upgrade its computer
technology and system infrastructure and comply with regulatory changes in the industry, among other things. In
this regard, management expects that capital expenditures will range between $22 million and 524 million for °
fiscal 2008. Management expects that the Company’s capital expenditure needs will be met through operating
cash flow and available cash reserves.

Cash Resources and Obligations

The Company had cash, cash equivalents, restricted cash and short-term investments of approximately $67.4
million as of December 30, 2007. The restricted cash of $22.0 million at December 30, 2007 related primarily to
cash funds of $21.8 million that have been segregated in a trust account to provide collateral under the
Company's insurance programs. The Company may, at its option, access the cash funds in the trust account by
providing equivalent amounts of alternative collateral, including letters of credit and surety bonds. In
February 2008, the Company replaced $21.8 million of its segregated cash funds with additional letters of credit
as collateral under the Company’s insurance programs. In addition, restricted cash included $0.2 million on
deposit to comply with New York state regulations requiring that one month of revenues generated under
capitated agreements in the state be held in escrow. As of December 30, 2007, the Company had operating funds
of approximately $5.8 million exclusively relating to a non-profit hospice operation in Florida. [nterest on all
restricted funds accrues to the Company. The Company held short-term investments in AAA-rated auction rate.
securities of $31.3 million at December 30, 2007. As of March 1, 2008, the Company held auction rate securities
of $14.3 million as a result of failed auctions, Based on the Company’s expected operating cash flows, and its
other sources of cash, the Company does not anticipate the potential lack of liquidity on these investments will
affect its ability to execute its current business plan. See Notes 2 and 14 to the Company’s consolidated financial
statements.

The Company anticipates that repayments to Medicare for partial episode payments and prior year cost
report settlements will be made periodically throughout 2008. These amounts are included in Medicare liabilities
in the accompanying consolidated balance sheets.

As of December 30, 2007, the Company had remaining authorization to repurchase an aggregate of 683,396
shares of its outstanding common stock. See Note 7 to the Company’s consolidated financial statements.

Management anticipates that in the near term the Company may make voluntary prepayments on the term
loan rather than stock repurchases with certain excess cash resources.

Contractual Obligations and Commercial Commitments

As of December 30, 2007, the Company had outstanding borrowings of $310 million under the term loan of
its credit agreement. There were no borrowings under the revolving credit facility. Debt repayments, future
minimum rental commitments for all non-cancelable leases and purchase obligations at December 30, 2007 are
as follows (in thousands): '

Payment due by period

Less than More than

Contractual Obligations Total 1 year 1-3 yvears 4-5 years 5 years
Long-term debt obligations . .......... $310,000 $ 2304 § 6,144 § 6,145  §295407

Capital lease obligations ............. 2,944 1,378 1,371 195 —
Operating lease obligations . .......... 71,892 23,086 © 36,456 15,898 1,552

Purchase obligations . . .............. g 10,351 2,588 5175 2,588 —
Total ........... ... o il $401,187  $30,256 $49.146 324826  $296,959

During fiscal year 2007, the Company made voluntary debt prepayments of $32 million relating to its term
loan. These prepayments extinguished all required principal payments on the term loan until mid-2008.
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The Company had total letters of credit outstanding of approximately $20.1 million at December 30, 2007
and December 31, 2006. The letters of credit, which expire one year from date of issuance, were issuved to
guarantee payments under the workers’ compensation program and for certain other commitments. The Company
has the option to renew these letters of credit or set aside cash funds in a segregated account to satisfy its
obligations, as further discussed above under the heading “Cash Resources and Obligations.” In February 2008,
the Company replaced $21.8 million of its segregated cash funds with additional letters of credit as collateral
under the Company’s insurance programs. The Company also had outstanding surety bonds of $1.9 million and
$2.7 million at December 30, 2007 and December 31, 2006, respectively.

The Company has no other off-balance sheet arrangements and has not entered into any transactions
involving unconsolidated, limited purpose entities or commodity contracts.

Management expects that working capital needs for fiscal 2008 will be met through operating cash flow and
existing cash balances. The Company may also consider other alternative uses of cash including, among other
things, acquisitions, voluntary prepayments on the term loan, additional share repurchases and cash dividends.
These uses of cash may require the approval of its Board of Directors and may require the approval of the
Company’s lenders. If cash flows from operations, cash resources or availability under the credit agreement fall
below expectations, the Company may be forced to delay planned capital expenditures, reduce operating
expenses, seek additional financing or consider alternatives designed to enhance liquidity.

Litigation and Government Matters

The Company is a party to certain legal actions and government investigations. See Iltem 3, “Legal
Proceedings” and Note 8 to the Company’s consolidated financial statements.

Settlement Issues
PRRB Appeal

The Company’s annual cost reports, which were filed with CMS, were subject to audit by the fiscal
intermediary engaged by CMS. In connection with the audit of the Company’s 1997 cost reports, the Medicare
fiscal intermediary made certain audit adjustmenis related to the methodology used by the Company to allocate a
portion of its residual overhead costs. The Company filed cost reports for years subsequent to 1997 using the
fiscal intermediary’s methodology. The Company believed the methodology it used to allocate such overhead
costs was accurate and consistent with past practice accepted by the fiscal intermediary; as such, the Company
filed appeals with the PRRB concerning this issue with respect to cost reports for the years 1997, 1998 and 1999.
The Company’s consolidated financial statements for the years 1997, 1998 and 1999 had reflected use of the
methodology mandated by the fiscal intermediary.

In June 2003, the Company and its Medicare fiscal intermediary signed an Administrative Resolution relating
to the issues covered by the appeals pending before the PRRB. Under the terms of the Administrative Resolution,
the fiscal intermediary agreed to reopen and adjust the Company’s cost reports for the years 1997, 1998 and 1999
using a modified version of the methodology used by the Company prior to 1997. This modified methodology wil
also be applied to cost reports for the year 2000, which are currently under audit. The Administrative Resolution
required that the process to (i) reopen all 1997 cost reports, (i) determine the adjustments to allowable costs
through the issuance of Notices of Program Reimbursement and (iii) make appropriate payments to the Company,
be completed in early 2004, Cost reports relating to years subsequent to 1997 were to be reopened after the
process for the 1997 cost reports was completed. During fiscal 2004, the Company received an aggregate of $10.4
million in connection with the reopening of the 1997 and 1998 cost reports.

The fiscal intermediary completed the reopening of the 1999 cost reports during the first quarter of fiscal
2006. The Company received an aggregate amount of $5.5 million, of which $1.9 million was recorded as net
revenues during the first quarter of fiscal 2006 and $3.6 million was received and recorded as net revenues during
fiscal 2005, - '
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The time frame for resolving all items relating to the 2000 cost reports cannot be determined at this time.

Goodwill and Other Intangible Assets

In June 2001, the Financial Accounting Standards Board (“FASB”) issued SFAS No. 142 “Goodwill and
Other Intangible Assets” (“SFAS 142™"), which broadens the criteria for recording intangible assets separate from
goodwill. SFAS 142 requires the use of a non-amortization approach to account for purchased goodwill and
certain intangibles. Under a non-amortization approach, goodwill and indefinite-lived intangibles are not
amortized into results of operations, but instead are reviewed for impairment, and an impairment charge is
recorded in the periods in which the recorded carrying value of goodwill and indefinite-lived intangibles is more
than its estimated fair value. The provisions of SFAS 142 require that a goodwill impairment test be performed
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annually or on the occasion of other events that indicate a potential impairment. The annual impairment test of
goodwill and indefinite-lived intangibles was performed and indicated that there was no impairment for the fiscal
years 2007, 2006 and 2005, Goodwili amounting to $276.1 million and $275.0 million was reflected in the
accompanying consolidated balance sheets as of December 30, 2007 and December 31, 2006, respectively, The
Company had indefinite-lived intangible assets of $183.0 million and $182.3 million recorded as of

December 30, 2007 and December 31, 2006, respectively.

Recent Accounting Pronouncements

In December 2007, the FASB issued SFAS No. 160, Noncontrolling Interests in Consolidated Financial
Statements—an amendment of Accounting Research Bulletin No. 51 (“SFAS No. 1607). SFAS No. 160
establishes accounting and reporting standards for ownership interests in subsidiaries held by parties other than
the parent, the amount of consolidated net income attributable to the parent and to the noncontrolling interest,
changes in a parent’s ownership interest, and the valuation of retained, noncontrotling equity investments when a
subsidiary is deconsolidated. SFAS No. 160 also establishes disclosure requirements that clearly identify and
distinguish between the interests of the parent and the interests of the noncontrolling owners, SFAS No. 160 is
effective for fiscal years beginning after December 15, 2008, The Company is evaluating the impact of adopting
this standard.

In December 2007, the FASB issued SFAS No. 141 (revised 2007), Business Combinations (“SFAS
No. 141{R)"). SFAS No. 141(R) establishes principles and requirements for how an acquirer recognizes and measures
in its financial statements the identifiable assets acquired, the liabilities assumed, any noncontrolling interest in the
acquiree, and the goodwill acquired. SFAS No. 141(R) also establishes disclosure requirements to enable the
evaluation of the nature and financial effects of the business combination. SFAS No. 141(R) is effective for fiscal years
beginning after December 15, 2008. The Company is evaluating the impact of adopting this standard.

In February 2007, the FASB issued SFAS No. 159, “The Fair Vatue Option for Financial Assets and
Financial Liabilities—Including an Amendment to FASB Statement No, 1157 (“SFAS 159”), which permits
entities to choose to measure many financial instruments and certain other items at fair value. SFAS 159 is
effective as of the beginning of an entity’s first fiscal year that begins after November 15, 2007. The Company
expects that the adoption of SFAS 159 will have no material impact on the Company’s consolidated financial
position or results of operations.

In September 2006, the FASB issued SFAS No. 157, “Fair Value Measurements” (“SFAS No. 1577}, which
defines fair value, establishes a framework for measuring fair value under Generally Accepted Accounting
Principles (“GAAP”) and expands disclosures about fair value measurements. This Statement will be effective
for financial statements issued for fiscal years beginning after November 15, 2007, and interim periods within
those fiscal years. In February 2008, the FASB issued a FASB Staff Position (“FSP”) that amends SFAS 157 to
delay the effective date of SFAS 157 for all non-financial assets and non-financial liabilities, except those that
are recognized or disclosed at fair value in the financial statements on a recurring basis, to fiscal years beginning
after November 15, 2008, and interim periods within those fiscal years. [n February 2008, the FASB also issued a
FSP that would exclude leasing transactions accounted for under SFAS No. 13, “Accounting for Leases”, and its
related interpretive accounting pronouncements. The Company is evaluating the impact that the adoption of
SFAS 157 and related guidance will have on the Company’s consolidated financial statements.

In July 2006, the FASB issued Interpretation No. 48, **Accounting for Uncertainty in Income Taxes” (“FIN
48”), which requires that realization of an uncertain income tax position must be more likely than not (i.e.,
greater than 50 percent likelihood of receiving a benefit) before it can be recognized in the financial statements,
FIN 48 further prescribes the benefit to be recorded in the financial statements as the amount most likely to be
realized assuming a review by tax authorities having all relevant information and applying current conventions.
The Interpretation also clarifies the financial statement classification of tax-related penalties and interest and sets
forth new disclosures regarding unrecognized tax benefits. This Interpretation is effective as of the beginning of
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an entity’s fiscal year that begins after December 15, 2006. The Company adopted this Interpretation in fiscal
2007, as further described in Note 11, and the adoption had no material impact on its consolidated financial
statements.

Impact of Inflation

The Company does not believe that the general level of inflation has had a material impact on its results of
operations during the past three fiscal years.

Critical Accounting Policies and Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the
United States requires management to make estimates and assumptions and select accounting policies that affect
the reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of the
financial statements and the reported amounts of revenues and expenses during the reporting period. Actual
results could differ from those estimates. The most critical estimates relate to revenue recognition, the
collectibility of accounts receivable and related reserves, the cost of claims incurred but not reported and
obligations under insurance programs, which include workers’ compensation, professional liability, property and
general hiability, and employee health and welfare insurance programs. A description of the critical accounting
policies and a discussion of the significant estimates and judgments associated with such policies are described
below.

Revenue Recognition

Revenues recognized by the Company are subject to a number of elements which impact both the overall
amount of revenue realized as well as the timing of the collection of the related accounts receivable. In each
category described below, the impact of the estimate, if applicable, undertaken by the Company with respect to
these elements is reflected in net revenues in the consolidated statements of income. See further discussion of the
elements below under the heading “Causes and Impact of Change on Revenue.”

In addition, these elements can be impacted by the risk factors described in “Risks Related to Gentiva’s
Business and Industry” and “Risks Related to Healthcare Regulation,” which appear in Part 1, Iiem 1A of this
report.

Fee-for-Service Agreements

Under fee-for-service agreements with patients and commercial and certain government payers, net
revenues are recorded based on net realizable amounts to be received in the period in which the services and
products are provided or delivered. Fee-for-service contracts with commercial payers are traditionally one year in
term and renew automatically on an annual basis, unless terminated by either party.

Under fee-for-service agreements with certain managed care customers, the Company also estimates the
revenue related to claims incurred but not reported in situations in which the Company is responsible for care
management and patient services are performed by a non-affiliated provider. The estimate of revenue for claims
incurred but not reported involves applying a factor based on historical patterns of service utilization and
payment trends to the services anthorized at each of the Company’s regional care centers. The Company
evaluates the assumptions and judgments used in determining this factor on a quarterly basis utilizing the trailing
twelve months of ctaims payments, and changes in estimated unbilled receivables for claims incurred but not
reported are determined based on this evaluation. Changes in the estimate are recorded as net revenues in the
Company’s consolidated statements of income. There have not been any material revisions in this estimate for
the periods presented in this filing,
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Capitated Arrangements

The Company has capitated arrangements with certain managed care customers. Under the capitated
arrangements, net revenues are recognized based on a predetermined monthly contractual rate for each member
of the managed care plan regardless of the volume of services covered by the capitation arrangements. Net
revenues generated under capitated arrangements were approximately 6 percent, 8 percent, and 12 percent of
total net revenues for fiscal 2007, 2006 and 2005, respectively.

Medicare
Prospective Payment System Reimbursements

Under PPS for Medicare reimbursement, the Company estimates net revenues to be recorded based on a
reimbursement rate which is determined using relevant data, such as the severity of the patient’s condition,
service needs and certain other factors, as well as applicable wage indices to give effect to geographic differences
in wage levels. Medicare billings under PPS are initially recognized as deferred revenue and are subsequently
amortized into revenue over an average patient treatment period. The process for recognizing revenue to be
recorded under the Medicare program is based on certain assumptions and judgments, including the average
length of time of each treatment as compared to a standard 60 day episode, the appropriateness of the clinical
assessment of each patient at the time of certification and the level of adjustments to the fixed reimbursement
rate relating to patients who receive a limited number of visits, have significant changes in condition or are
subject to certain other factors during the episode. Revenue is subject to adjustment during this period if there are
significant changes in the patient’s condition during the treatment period or if the patient is discharged but
readmitted to another agency within the same 60 day episodic period. Under the PPS refinements for Medicare
reimbursement, effective January 1, 2008, revenue is no longer subject to adjustment if there are significant
changes in the patient’s condition during the treatment period. However, there are now multiple thresholds for
the number of therapy visits to be provided, increasing the complexity in determining the correct reimbursement
rate, which may result in a greater number of episodes that are subject to revenue adjustments, although the
adjustment amount per episode would decline. Deferred revenue of approximately $29.0 million and $20.1
million primarily relating to the Medicare PPS program was included in deferred revenue in the consolidated
balance sheets as of December 30, 2007 and December 31, 2006, respectively.

There have not been any material revisions in estimates of Medicare reimbursements under PPS for the
periods presented in this filing. During fiscal 2004, CMS determined that home care providers should have
received lower reimbursements for certain services rendered to beneficiaries discharged from inpatient hospitals
within fourteen days immediately preceding admission to home healthcare. As of December 30, 2007, the
Company has reserves of $1.3 million associated with this repayment, including $0.4 million recorded in
connection with the Healthfield transaction. In late December 2006, Medicare began recouping amounts for these
items. Although management believes that established reserves, which are included in Medicare liabilities in the
accompanying consolidated balance sheets, are sufficient, it is possible that the finalization of repayments to
Medicare relating to these items could result in adjustments to the consolidated financial statements that exceed
established reserves.

Settlement Issues under Interim Payment System

Prior to October 1, 2000, reimbursement of Medicare home healthcare services was based on reasonable,
allowable costs incurred in providing services to eligible beneficiaries subject to both per visit and per
beneficiary limits in accordance with the Interim Payment System established through the Balanced Budget Act
of 1997. These costs were reported in annual cost reports which were filed with CMS$ and were subject to audit
by the fiscal intermediary engaged by CMS. The fiscal intermediary has not finalized its audit of the fiscal 2000
cost reports. Furthermore, settled cost reports relating to certain years prior to fiscal 2000 could be subject to
reopening of the audit process by the fiscal intermediary. Although management believes that established
reserves related to the open fiscal 2000 cost report year are sufficient, it is possible that adjustments resulting
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from such audits could exceed established reserves and coutd have a material effect on the Company’s financial
condition and results of operations. These reserves are reflected in Medicare liabilities in the accompanying
consolidated balance sheets. The Company periodically reviews its established audit reserves for appropriateness
and records any adjustments or settlements as net revenues in the Company’s consolidated statements of income.
There have not been any material revisions in established reserves for the periods presented in this filing.

Settlement liabilities are recorded at the time of any probable and reasonably estimable event and any
positive settlements are recorded as revenue in the Company’s consolidated statements of income in the period in
which such gain contingencies are realized. As discussed further under the heading “Government Matters ~
PRRB Appeal” in Note 8 to the consolidated financial statements included in this report, the Company received
and recorded an aggregate of $10.4 million during fiscal 2004 in settlement of the Company’s appeal filed with
the PRRB related to the reopening of all of its 1997 and 1998 cost reports. During fiscal 2005, the Company
received and recorded $3.6 millicn in partial settlement of the PRRB appeal relating to its 1999 cost reports. The
remaining 1999 cost report settlements of $1.9 million were received and recorded during fiscal 2006.

Causes and Impact of Change on Revenue

For each of the sources of revenue, the principal elements in addition to those described above which can
cause change in the amount of revenue to be realized are (i} an inability to obtain appropriate billing
documentation; (ii) an inability to obtain authorizations acceptable to the payer; (iii) utilization of services at
levels other than authorized; and (iv) other reasons unrelated to credit risk.

Revenue adjustments resulting from differences between estimated and actual reimbursement amounts are
recorded as adjustments to net revenues or recorded against allowance for doubtful accounts, depending on the
nature of the adjustment. These are determined by Company management and reviewed from time to time, but no
less often than quarterly. Each of the elements described here and under each of the various sources of revenue
can effect change in the estimates, and it is not possible to predict the degree of change that might be effected by
a variation in one or more of the elements described. While it is not possible 1o predict the degree of change of
each element, we believe that changes in these elements could cause a change in estimate which could have a
material impact on the consolidated financial statements. There have not been any material revisions in these
estimates for the periods presented in this filing.

Billing and Receivables Processing

The Company’s billing systems record revenues at net expected reimbursement based on established or
contracted fee schedules. The systems provide for an initial contractual allowance adjustment from “usual and
customary” charges, which is typical for the payers in the healthcare field. The Company records an initial
contractual allowance at the time of billing and reduces the Company’s revenue to expected reimbursement
levels. Changes in contractual allowances, if any, are recorded each month. Changes in contractual allowances
have not been material for the periods presented in this filing.

Accounts receivable attributable to major payer sources of reimbursement are as foliows:

December 30, 2007  December 31, 2006

MBI AT . oo ottt e e e e e e e s $03992 43% % 76,105 40%

Medicaid and Local Government . . ..., ... 0ot ireii e 21,818 10 24,175 13

Commercial Insurance and Other . ...... ... ... ... .. .. . iiirunn. 101,428 ﬂ 91,074 ﬂ

Gross Accounts Receivable . ... .. ... ... . . e, 217,238 @% 191,354 @%
Less: Allowance for doubtful accounts ........... ... ... onn. (9,437) a (9,805)

Net Accounts Receivable . ... ... e e $207,301 §181,549




The Commercial Insurance and Other payer group included self-pay accounts receivable relating to patient
co-payments of $6.9 million and $7.0 million as of December 30, 2007 and December 31, 2006, respectively.

Accounts Receivable below further cutlines matters considered with respect to estimating the allowance for
doubtful accounts.

Accounts Receivable
Collection Policy

The process for estimating the ultimate collection of receivables involves significant assumptions and
judgments. The Company believes that its collection and reserve processes, along with the monitoring of its
billing processes, help to reduce the risk associated with material revisions to reserve estimates resulting from
adverse changes in reimbursement experience, revenue adjustments and billing functions. Collection processes
are perfermed in accordance with the Fair Debt Collections Practices Act and include reviewing aging and cash
posting reports, contacting the payers to determine why payment has not been made, resubmitting of claims when
appropriate and filing appeals with payers for claims that have been denied, Collection procedures generally
include follow up contact with the payer at least every 30 days from invoice date, and a review of collection
activity at 90 days to determine continuation of internal collection activities or potential referral to collection
agencies. The Company’s bad debt policy includes escalation procedures and guidelines for write-off of an
account, as well as the authorization required, once it is determined that the open account has been worked by the
Company’s internal collectors and/or collection agencies in accordance with the Company’s standard procedures
and resolution of the open account through receipt of payment is determined to be remote. The Company reviews
each account individually and does not have either a threshold dollar amount or aging period that it vses to
trigger a balance write-off, although the Company does have a small balance write-off policy for
non-governmental accounts with debit balances under $10.

The Company’s policy is to bill for patient co-payments and make good faith efforts to collect such
amounts. At the end of each reporting period, the Company estimates the amount of outstanding patient
co-payments that will not be collected and the amount of outstanding co-payments that may be waived due to
financial hardship based on a review of historical trends. This estimate is made as part of the Company’s
evaluation of the adequacy of its allowance for doubtful accounts. There have not been any material revisions in
this estimate for the periods presented in this filing.

Accounts Receivable Reserve Methodology

The Company has implemented a standardized approach to estimate and review the collectibility of its
receivables based on accounts receivable aging trends. The Company analyzes historical collection trends,
reimbursement experience and revenue adjustment trends by major payers including Medicare, Cigna and other
payers as well as by business lines, as an integral part of the estimation process related to determining the
valuation allowance for accounts receivable. In addition, the Company assesses the current state of its billing
functions on a quarterly basis in order to identify any known collection or reimbursement issues to determine the
impact, if any, on its reserve estimates, which involve judgment. Revisions in reserve estimates are recorded as
an adjustment to the provision for doubtful accounts, which is reflected in selling, general and administrative
expenses in the consolidated statements of income. During fiscal 2006, the Company recorded an incremental
provision for doubtful accounts of approximately $1.5 million associated with the accounts receivable acquired
in the Healthfield transaction. The allowance for doubtful accounts at December 30, 2007, December 31, 2006
and January 1, 2006 was $9.4 million, $9.8 million and $8.7 million, respectively. Additional information
regarding the allowance for doubtful accounts can be found in Schedule II—Valvation and Qualifying Accounts
on page 88 of this report.

Cost of Claims Incurred But Not Reported

Under capitated arrangements with managed care customers, the Company estimates the cost of claims
incurred but not reported based on applying actuarial assumptions, historical patterns of utilization to authorized
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levels of service, current enrollment statistics and other information. Under fee-for-service arrangements with
managed care customers, the Company also estimates the cost of claims incurred but not reported and the
estimated revenue relating thereto in situations in which the Company is responsible for care management and
patient services are performed by a non-affiliated provider.

The estimate of cost of claims incurred but not reported involves applying a factor based on historical
patterns of service utilization and payment trends to the services authorized at each of the Company’s regional
care centers. The Company evaluates the assumptions and judgments used in determining this factor on a
quarterly basis utilizing the trailing twelve months of claims payments, and changes in estimated liabilities for
cost of claims incurred but not reported are determined based on this evaluation.

Each of the elements described above can effect change in the estimates, and the Company is not able to
predict the degree of change that might be effected by a variation in one or more of the elements described.
Because of the elements described above, these estimates may change in the future and could have a material
impact on the Company’s consolidated financial statements.

The cost of claims incurred for fiscal years 2007, 2006 and 2005 was $230.6 million, $212.7 million and
$268.0 million, respectively. Differences in costs between fiscal years relate primarily to changes in business
activity in the Company’s CareCentrix operations during the reported periods. Cost of claims incurred but not
reported, including any changes in estimate relating thereto, are reflected in cost of services and goods sold in the
Company’s consolidated statements of income. There has not been any material revisions in estimates of prior
year costs related to cost of claims incurred for the periods presented in this filing.

Obligations Under Insurance Programs

The Company is obligated for certain costs under various insurance programs, including workers’
compensation, professional liability, property and general liability, and employee health and welfare,

The Company may be subject to workers® compensation claims and lawsuits alleging negligence or other
similar legal claims. The Company maintains various insurance programs to cover this risk with insurance
policies subject to substantial deductibles and retention amounts. The Company recognizes its obligations
associated with these programs in the period the claim is incurred. The cost of both reported claims and claims
incurred but not reported, up to specified deductible limits, have generally been estimated based on historical
data, industry statistics, the Company’s own home health specific historical claims experience, current
enrollment statistics and other information. The Company’s estimates of its obligations and the resulting reserves
are reviewed and updated from time to time but at least quarterly. The elements which impact this critical
estimate include the number, type and severity of claims and the policy deductible limits; therefore, the estimate
is sensitive and changes in the estimate could have a material impact on the Company’s consolidated financial
statements.

Workers' compensation and professional and general liability costs were $16.6 million, $20.6 million and
$15.9 million for the fiscal years ended December 30, 2007, December 31, 2006 and January 1, 2006,
respectively. Differences in costs between fiscal years relate primarily to the number and severity of claims
incurred in each reported period as well as changes in the cost of insurance coverage. Workers’ compensation
and professional liability claims, including any changes in estimate relating thereto, are recorded primarily in
cost of services and goods sold in the Company’s consolidated statements of income. There have not been any
material revisions in estimates of prior year costs for the periods presented in this filing.

The Company maintains insurance coverage on individual claims. The Company is responsible for the cost
of individual workers’ compensation claims and individual professional liability claims up to $500,000 per
incident that occurred prior to March 15, 2002, and $1,000,000 per incident thereafter. The Company also
maintains excess liability coverage relating to professional liability and casualty claims which provides insurance
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coverage for individual claims of up to $25,000,000 in excess of the underlying coverage limits, Payments under
the Company’s workers’ compensation program are guaranteed by letters of credit and segregated restricted cash
balances. The Company believes that its present insurance coverage and reserves are sufficient to cover currently
estimated exposures, but there can be no assurance that the Company will not incur liabilities in excess of
recorded reserves or in excess of its insurance limits.

The Company provides employee health and welfare benefits under a self insured program and maintains
stop loss coverage for individual claims in excess of $175,000 for fiscal 2007. For fiscal years ended
December 30, 2007, December 31, 2006 and January 1, 2006, employee health and welfare benefit costs were
$39.4 million, $30.3 million and $22.7 million, respectively. Differences in costs between fiscal years relate
primarily to increased enrollment and the number and severity of individual claims incurred in each reported
period. Changes in estimates of the Company’s employee health and welfare claims are recorded in cost of
services and goods sold for clinical associates and in selling, general and administrative costs for administrative
associates in the Company’s consolidated statements of income. There have not been any material revisions in
estimates of prior year costs for the periods presented in this filing.

The Company also maintains Directors and Officers liability insurance coverage with an aggregate limit of
$55 million.

Item 7A. Quantitative and Qualitative Disclosures About Market Risk

Generally, the fair market value of fixed rate debt will increase as interest rates fall and decrease as interest
rates rise. The Company is exposed to market risk from fluctuations in interest rates. The interest rate on the
Company’s borrowings under the credit agreement can fluctuate based on both the interest rate option (i.c., base
rate or LIBOR plus applicable margins) and the interest period. As of December 30, 2007, the total amount of
outstanding debt subject to interest rate fluctuations was $140.0 million. A hypothetical 100 basis point change in
short-term interest rates as of that date would result in an increase or decrease in interest expense of $1.4 million
per year, assuming a similar capital structure.

To assist in managing the potential interest rate risk associated with its floating rate term loan under the
credit agreement, on July 3, 2006, the Company entered into a two year interest rate swap agreement with a
notional value of $170 million. Under the swap agreement, the Company pays a fixed rate of 5.665 percent per
annum plus an applicable margin (an aggregate of 7.915 percent per annum for the period July 3, 2006 through
July 31, 2007, 7.665 percent per annum for the period August 1, 2007 through February 13, 2008 and 7.415
percent per annum thereafter) on the $170 million rather than a fluctuating rate pius an applicable margin. See
additional information under the caption “Fair Value of Financial Instruments—Cash Flow Hedge” in the “Other
Significant Accounting Policies” section of the notes to the Company’s consolidated financial siatements.
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GENTIVA HEALTH SERVICES, INC. AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS
(In thousands, except share and per share amounts}

December 30, 2007 December 31, 2006

ASSETS

Current assets:
Cashand cash equivalents . ..........ouririiininenreennnnnn. $ 14,167 $ 10,896
Restricted cash . . ... ... . . i i e 22,014 22,014
Short-term INVESIIMENLS . . . . .. ... ettt 31,250 24,325

Receivables, less allowance for doubtful accounts of $9,437 and
$9,805 at December 30, 2007 and December 31, 2006,

respectively ... e 207,801 181,549
Deferred tax 458615 o . o .ot it e et e 18,859 30,443
Prepaid expenses and other current assets .. ......... el 14,415 11,933

Total CUrFERt GSSELS . . v v v et e et e 308,506 281,160
FiXed a8SeLS, MEL . o oottt et e e e e 59,562 49 684
Intangible assets, Net . ......... . .. . . e 211,602 213,280
Goodwill ... . e 276,100 274,959
OhEr A8581S .. v it e e e 26,463 24,799
Tota] A88BES . vt ittt e $882,233 $843,882

LIABILITIES AND SHAREHOLDERS’ EQUITY
Current liabilities:

Current portion of long-termdebt ............ ... ... .. ... ... $ 2,304 b —
Accounts payable . ... ... 20,093 19,580
Payrolland related taxes ........ ... .. .. i 17,163 16,085
Deferredrevenue .. ..... ...t iiiimnr it 29,015 20,122
Medicare liabilities .......... .. .. . 7.985 9,232
Cost of claims incurred butnotreported . ........... ... ... .. ... 24,321 19,462
Obligations under insurance programs . .............c.ceouvenn..., 36,816 35,910
Other accrued EXPEMSES . ... vvv ittt iiean et inaaee et 42,282 45,020
Total current liabilities ....... .. . 0o 179,979 165,411
Long-termdebt ....... ... .. ... oo 307,696 342,000
Deferred tax liabilities, net ... ... ... . . e 48,572 41,065
Other liabilities ... . . e 22,557 21,081

Shareholders’ equity:
Common stock, $.10 par value; authorized 100,000,000 shares; issued
and outstanding 28,104,750 and 27,483,789 shares at December 30,

2007 and December 31, 2006, respectively ..................... 2,810 2,748
Additional patd-incapital ........ .. .. 314,747 298,450
Retained earnings (deficit) .......... ... . ... . ... aiile 7,608 (25,220)
Accumulated other comprehensive loss ......... ... oo o 737 (886)
Treasury stock, 59,063 and 47,489 shares at December 30, 2007 and

December 31, 20006, respectively . ... .. .. . oot (999) (767)

Total shareholders’ equity .......... ... ... ... ... ... ... 323,429 274,325
Total liabilities and shareholders’ equity .................... $882,233 $843,882

See notes to consolidated financial statements,
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GENTIVA HEALTH SERVICES, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF INCOME
(In thousands, except per share amounts)

For the Fiscal Year Ended
December 30, 2007 December 31, 2006 January 1, 2006

NELFEVENULS . . . oot e $1,229,297 $1,106,588 $868,843
Cost of services and goods sold ......... .. ... ... ... 705,592 644,274 542,245

Grossprofit ........ ... .. . i i, 523,705 462,314 326,598
Selling, general and administrative expenses ............ 444,042 408,271 296,634

Operating inCoOmMe . . .............iiienennnnn.. 79,663 54,043 29,964
Interest Xpense .. ... ...t (27,285) (24,685) (1,068}
Interest iNCOME . ... ..ot i 3,204 3284 2,946

Income before income taxes ..................... 55,582 32,642 31,842
Income tax expense . ... ... i i e 22,754 11,866 8,477

NetinCOmE . oo o et e e e et e e $ 32,828 $ 20,776 $ 23,365
Net income per common share:

Basic. ... ... . $ 1.18 § 0.78 $ t00

Diluted . ... ... .. e $ 1.15 5 0.76 $ 094
Weighted average shares outstanding:

Basic. ... ... . 27,798 26,480 23,267

Diluted ...... .o 28,599 27,317 24,927

See notes to consolidated financial statements.
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GENTIVA HEALTH SERVICES, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF
CHANGES IN SHAREHOLDERS’ EQUITY
FOR EACH OF THE THREE YEARS ENDED DECEMBER 3, 2007
(In thousands, except share amounts)

Accumulated
Additional Retained Other

Common Stock Paid-in Earnings Comprehensive Treasury
Shares Amount Capital (Deficit) Loss Stock Total
Balance at January 2,2005 . ... ........... 23,722,408 $2,372 $238,929 $(69.361) S — §— 3171940
Comprehensive income:
Netlncome . ...................... — — — 23,365 — — 23.365

Income tax benefits associated with the

exercise of non-quatified stock .

options ...... ...l — — 1,928 — — — 1,928
Issuance of stock upon exercise of stock

options and under stock plans for

employees and directors . ............ 637,546 64 5,963 — - —_ 6,027

Repurchase of common stock at cost . . . .. (1,325,0000 (133 (20,973) — —_ — (21,106)

Balance at January 1,2006 . .............. 23,034,954 2,303 225,847 (45.,996) — — . 182,154

Comprehensive income:

Netlncome ...............ovunt. — — — 20,776 — — 20,776
Unrealized loss on interest rate swap,

netoftax ...........ooiii — — — — (886) — (886)

Total comprehensive income ........... — — —_ 20,776 (886) — 15,890

Income tax benefits associated with the

exercise of non-qualified stock

OPLONS ... .. ..iiiiiiiiiiinna — — 3,032 — — — 3,032
Issuance of stock upon exercise of stock

options and under stock plans for

employees and directors . .......... .. 1,254,698 126 12,274 — — — 12,400
Issuance of stock in connection with
Healthfield acquisition .............. 3,194,137 319 53,016 — 53,335
Equity-based compensation expense ... .. — — 4,281 — — — 4,281
Treasury stock received from Healthfield
escrow (47,489 shares) .............. — — —_ — — (767) (767)
Balance at December 31,2006 . ........... 27,483,780 2,748 298,450 (25,220 (886) {767y 274,325
Comprehensive income:
Netlncome ....................... — — — 32,828 — — 32,328
Unrealized gain on interest rate swap,
netoftax ... — — — — 149 — 149
Total Comprehensive Income .......... — — — 32,828 149 — 297

Income tax benefits associated with the

exercise of non-qualified stock

OPUOMS . ... ivviiinen i inanns — — 1,665 — — — 1,665
Equity-based compensation expense . . ... — — 6,812 — — — 6,812
Issuance of stock upen exercise of stock

options and under stock plans for

employees and directors .. ........... 620,961 62 7.820 — — — 7,882
Treasury stock received from Healthfield

escrow (11,574 shares) . ............. _— _— —_ — — (232) (232)

Balance at December 33,2007 . ........... 28,104,750 $2.810 $314,747 & 7.608 $(737) $(999) $323,420

See notes to consolidated financial statements.
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GENTIVA HEALTH SERVICES, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS

(In thousands)
For the Fiscal Year Ended
December 30, December 31, January 1,
2007 2006 20006
OPERATING ACTIVITIES: ,
o el TP $ 32,828 $ 20776 § 23,365
Adjustments to reconcile net income to net cash provided by operating activities:
Depreciation and amortization .. ... .. ... . i e e e 20,014 15.241 8.091
Amortization of debl IS5UANCE COBIE 1 ittt e et e e 1,063 1,028 387
Provision for doubtful aCCOUNIS . ... .. i e e et e 9,939 9,425 6,172
Loss on disposal / writedown of fixed assets ...................... e — 844 —
Equity-based compensation EXPense ........... it ii i 6,812 4,281 —
Reversal of bax audit TeSeTVES . .. oot ettt e e e e e e e e s (450) 800y (4,200)
Windfall tax benefits associated with equity-based compensation . ................... (856} (1,804) —
Defermed INCome tax eXPeNSE ..ttt ettt e et e e e 20,923 10,841 12,949
Changes in assets and liabilities: '
Accounts receivable ... e e (36,423) (2,424) (13,805)
Prepaid expenses and other CUtTent assels ...t ven i m i iinr e (3,531 (2,344) {2,146)
Accounts PaYAbIE ... .. e 499 (2,539) 4,773)
Payroll and related taxes ... ... 1,078 (8,194) 421
Defermed MevenUE . ... oo i e e e 8,892 (2,891) 1,941
Medicare Habilities . ... .. ... e (1,241 188 2,729)
Cost of claims incurred butnotreported .. ... ... o s 4,859 {5.814) (2,085)
Obligations under iNSUTANCE PIOZTAINS . . ...\ \ vt vt s es i atrrrae s iatiinnr e vnnn 906 . 2414 (L777)
Other accrued EXPenses .. ... .ot e e (2,381} 12,141 (471)
Other, Bet . . .. e e e e (254} 1,078 450
Net cash provided by operating activities ........... ... . i, 62,671 51,447 21,790
INVESTING ACTIVITIES:
Purchase of fixed assets ... i e (24,064) (24,407 (11,622)
Acquisition of BUSINESs . ... . e e e e {3,820 (210,314} (12,077
Purchase of short-term investments avatlable-for-sale .. ........ ... ., (96,850) (176,495) (173,050)
Maturities of short-term investments available-for-sale ............... ... ... ... ... ... £9,925 201,920 194,400
Maturities of short-term investments held tomatarity .. ...... ... ... i — — 10,000
Net cash (used in) provided by investing activities ........ .. ... . ... o ... (34,809) {209,296} 7.651
FINANCING ACTIVITIES:
Proceeds from issuance of common Stock ... ... .. . e e 7.882 12,400 6,027
Windfall tax benefits associated with equity-based compensation . ....................... 836 1,804 —
Proceeds from issuance of debt .. ..o o — 370,000 —
Healthfield debt repayments . ... .. i e — (195,305) —
Other debt repaYIENIS . . oot et et i e e e (32,0000 (28,000) —
Changes in book overdrafts . . ... ... e e — (1,395 (7.253)
Debt ISSUANCE COSIS .« oottt ittt e e et e et e e ettt e e v et s ve e — (6,930) —
Repurchases of common stock .. ... .. i e e — — {21,106)
Repayment of capital lease obligations . .. ... . . it e e (1,329 (432) {416)
Net cash (used in} provided by financing activities ........... ... .. ..o iiiiieiann, (24,591) 152,142 (22,748)
Net change in cash and cashequivalents ......... .. ... ... . . . .. i i iiiiiiiaiana.. 3,271 (5,707 6,693
Cash and cash equivalents at beginningof year ........... ... ... i i 10,896 16,603 9,910
Cash and cash equivalents atend of YEar .........oiiuie it e § 14,167 § 10,8%6 § 16,603
SUPPLEMENTAL DISCLOSURES OF CASH FLOW INFORMATION:
Interest pard . . ... .. e e e $ 27,469 $ 17268 % 579
Income taxes paid, netofrefunds ... ... e 5 2329 § 2839 % 610
SUPPLEMENTAL SCHEDULE OF NON CASH INVESTING AND FINANCING
ACTIVITY:
Fixed assets acquired under capital lease . ... ... .. . . $ 1,858 $ 513§ 201

During the fiscal year ended December 31, 2006, the Company issued 3,194,137 shares of common stock in connection with the
acquisition of The Healthfield Group, Inc. on February 28, 2006. Subsequent thereto, 11,574 and 47,489 shares of common stock in 2007 and
2006, respectively, were transferred as treasury shares from the Healthfield escrow account to satisfy certain pre-acquisition liabilities paid by
the Company.

For fiscal years 2007, 2006 and 20035, deferred tax benefits associated with stock compensation deductions of $1.7 million, $3.0 million
and $1.9 million, respectively, have been credited to shareholders’ equity,

See notes to consolidated financial statements.
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GENTIVA HEALTH SERVICES, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Note 1.  Background and Basis of Presentation

Gentiva® Health Services, Inc. (“Gentiva” or the “Company™) provides comprehensive home health services
throughout most of the United States through its Home Health, CareCentrix® and Other Related Services
reportable business segments. See Note 13 for a description of the Company’s operating segments.

On February 28, 2006, the Company completed the acquisition of The Healthfield Group, Inc.
{(“Healthfield”}, a regional provider of home healthcare, hospice and related services. In connection with the
acquisition, the Company entered into a $445 million Credit Agreement and a Guarantee and Collateral
Agreement. The impact of the acquisition and the related agreements is reflected in the Company’s results of
operations and financial condition from the date of the acquisition, February 28, 2006. See Notes 3 and 6 for
additional information,

Gentiva was incorporated in the State of Delaware on August 6, 1999 and became an independent publicly
owned company on March 15, 2000.

Note 2.  Summary of Critical and Other Significant Accounting Policies
Consolidation

The consolidated financial statements include the accounts of the Company and its wholly-owned
subsidiaries. All significant intercompany balances and transactions have been eliminated. The Company’s fiscal
year ends on the Sunday nearest to December 31st, which was December 30, 2007 for fiscal 2007, December 31,
2006 for fiscal 2006 and January 1, 2006 for fiscal 2005.

Estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the
United States of America requires management to make estimates and assumptions and select accounting policies
that affect the reported amounts of assets and labilities and disclosure of contingent assets and liabilities at the
date of the financial statements and the reported amounts of revenues and expenses during the reporting period.
Actual results could differ from those estimates.

The most critical estimates relate to revenue recognition, the collectibility of accounts receivable and related
reserves, the cost of claims incurred but not reported and obligations under insurance programs, which include
workers’ compensation, professional liability, property and general liability and employee health and welfare
insurance programs.

A description of the critical and other significant accounting policies and a discussion of the significant
estimates and judgments associated with such policies are described below.

Critical Accounting Policies and Estimates

Revenue Recognition

Revenutes recognized by the Company are subject to a number of elements which impact both the overall
amount of revenue realized as well as the timing of the collection of the related accounts receivable. In each
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category described below, the impact of the estimate, if applicable, undertaken by the Company with respect to
these elements is reflected in net revenues in the consolidated statements of income. See further discussion of the
elements below under the heading “Causes and Impact of Change on Revenue.”

Net revenues by major payer classification are as follows (in thousands):

Fiscal Year
2007 2006 2005
Medicare .. ... e $ 609,547 § 509,049 $265,830
Medicaid and Local Government .. ......vi i inienn e 153,078 174,193 149,756
Commercial Insurance and Other ... ........... . ... ., 466,672 423,346 453,257

Total Net Revenues .......... e e $1,229,297 $1,106,588 $868,843

Net revenues in Home Health and Other Related Services segments are derived from all major payer classes.
CareCentrix net revenues are 100 percent attributable to the Commercial Insurance and Other payer source.

The Company is party to a contract with CEGNA Health Corporation (“Cigna™), pursuant to which the
Company’s CareCentrix business provides or contracts with third-party providers, including the Company’s
Home Health business, to provide direct home nursing and related services, home infusion therapies and certain
other specialty medical equipment to patients insured by Cigna. For fiscal years 2007, 2006 and 2005, Cigna
accounted for approximately 19 percent, 20 percent and 29 percent, respectively, of the Company’s total net
revenues.

No other commercial payer accounted for 10 percent or more of the Company’s total net revenues in any of
the reported periods,

Fee-for-Service Agreements

Under fee-for-service agreements with patients and commercial and certain government payers, net
revenues are recorded based on net realizable amounts to be received in the period in which the services and
products are provided or delivered. Fee-for-service contracts with commercial payers are traditionally one year in
term and renew automatically on an annual basis, unless terminated by either party.

Under fee-for-service agreements with certain managed care customers, the Company also estimates the
revenue related to claims incurred but not reported in situations in which the Company is responsible for care
management and patient services are performed by a non-affiliated provider. The estimate of revenue for claims
incurred but not reported involves applying a factor based on historical patterns of service utilization and
payment trends to the services authorized at each of the Company’s regional care centers, The Company
evaluates the assumptions and judgments used in determining this factor on a quarterly basis ntilizing the trailing
twelve months of claims payments, and changes in estimated unbilled receivables for claims incurred but not
reported are determined based on this evaluation. Changes in the estimate are recorded as net revenues in the
Company’'s consolidated statements of income. There have not been any material revisions in this estimate for
the periods presented in this filing.

Capitated Arrangements

The Company has capitated arrangements with certain managed care customers. Under the capitated
arrangements, net revenues are recognized based on a predetermined monthly contractual rate for each member
of the managed care plan regardless of the volume of services covered by the capitation arrangements. Net
revenues generated under capitated arrangements were approximately 6 percent, 8 percent, and 12 percent of
total net revenues for fiscal 2007, 2006 and 2005, respectively.
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Medicare
Prospective Payment System Reimbursements

Under the Prospective Payment System (“PPS”) for Medicare reimbursement, the Company estimates net
revenues to be recorded based on a reimbursement rate which is determined using relevant data, such as the
severity of the patient’s condition, service needs and certain other factors, as well as applicable wage indices to
give effect to gedgraphic differences in wage levels. Medicare billings under PPS are initially recognized as
deferred revenue and are subsequenily amortized into revenue over an average patient treatment period. The
process for recognizing revenue to be recorded under the Medicare program is based on certain assumptions and
judgments, including the average length of time of each treatment as compared to a standard 60 day episode, the
appropriateness of the clinical assessment of each patient at the time of certification and the level of adjustments
to the fixed reimbursement rate relating to patients who receive a limited number of visits, have significant
changes in condition or are subject to certain other factors during the episode. Revenue is subject to adjustment
during this period if there are significant changes in the patient’s condition during the treatment pericd or if the
patient is discharged but readmitted to another agency within'the same 60 day episodic period. Under the PPS
refinements for Medlicare reimbursement, effective January 1, 2008, revenue is no longer subject to adjustment if
there are significant changes in the patient’s condition during the treatment period. However, there are now
multiple thresholds for the number of therapy visits to be provided, increasing the complexity in determining the
correct reimbursement rate, which may result in a greater number of episodes that are subject to revenue
adjustments, although the adjustment amount per episode would decline. Deferred revenue of approximately
$29.0 million and $20.1 million primarily relating to the Medicare PPS program was included in deferred
revenue in the consolidated balance sheets as of December 30, 2007 and December 31, 20086, respectively.

There have not been any material revisions in estimates of Medicare reimbursements under PPS for the
periods presented in this filing. During fiscal 2004, the Centers for Medicare and Medicaid Services (“CMS™)
determined that home care providers should have received lower reimbursements for certain services rendered to
beneficiaries discharged from inpatient hospitals within fourteen days immediately preceding admission to home
healthcare. As of December 30, 2007, the Company has reserves of $1.3 million associated with this repayment,
including $0.4 million recorded in connection with the Healthfield transaction. In late December 2006, Medicare
began recouping amounts for these items. Although management believes that established reserves, which are
included in Medicare liabilities in the accompanying consolidated balance sheets, are sufficient, it is possible that
the finalization of repayments to Medicare relating to these items could result in adjustments to the consolidated
financial statements that exceed established reserves.

Settlement Issues under Interim Payment System

Prior to Qctober 1, 2000, reimbursement of Medicare home healthcare services was based on reasonable,
allowable costs incurred in providing services to eligible beneficiaries subject to both per visit and per
beneficiary limits in accordance with the Interim Payment System established through the Balanced Budget Act
of 1997. These costs were reported in annual cost reports which were filed with CMS and were subject to audit
by the fiscal intermediary engaged by CMS. The fiscal intermediary has not finalized its audit of the fiscal 2000 .
cost reports. Furthermore, settled cost reports relating to certain years prior to fiscal 2000 could be subject to
reopening of the audit process by the fiscal intermediary. Although management believes that established
reserves related to the open fiscal 2000 cost report year are sufficient, it is possible that adjustments resulting
from such audits could exceed established reserves and could have a material effect on the Company’s financial
condition and results of operations. These reserves are reflected in Medicare liabilities in the accompanying
consolidated balance sheeis. The Company periodically reviews its established audit reserves for appropriateness
and records any adjustments or settlements as net revenues in the Company’s consolidated statements of income.
There have not been any material revisions in established reserves for the periods presented in this filing.
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Settlement liabilities are recorded at the time of any probable and reasonably estimable event and any
positive settlernents are recorded as revenue in the Company’s consolidated statements of income in the period in
which such gain contingencies are realized. As discussed further under the heading “Government Matters —
PRRB Appeal” in Note 8, the Company received and recorded an aggregate of $10.4 million during fiscal 2004
in settlement of the Company’s appeal filed with the Provider Reimbursement Review Board (“PRRB”) related
to the reopening of all of its 1997 and 1998 cost reports. During fiscal 2005, the Company received and recorded
$3.6 million in partial settlement of the PRRB appeal relating to its 1999 cost reports. The remaining 1999 cost
report settlements of $1.9 million were received and recorded during fiscal 2006,

Causes and Impact of Change on Revenue

For each of the sources of revenue, the principal elements in addition to those described above which can
cause change in the amount of revenue to be realized are (i) an inability to obtain appropriate billing
documentation; (ii) an inability to obtain authorizations acceptable to the payer; (iii) utilization of services at
levels other than authorized; and (iv) other reasons unrelated to credit risk.

Revenue adjustments resulting from differences between estimated and actual reimbursement amounts are
recorded as adjustments to net revenues or recorded against allowance for doubtful accounts, depending on the
nature of the adjustment. These are determined by Company management and reviewed from time to time, but no
less often than quarterly. Each of the elements described here and under each of the varicus sources of revenue
can effect change in the estimates, and it is not possible to predict the degree of change that might be effected by
a variation in one or more of the elements described. While it is not possible to predict the degree of change of
each element, we believe that changes in these elements could cause a change in estimate which could have a
material impact on the consolidated financial statements. There have not been any material revisions in these
estimates for the periods presented in this filing.

Billing and Receivables Processing

The Company’s billing systems record revenues at net expected reimbursement based on established or
contracted fee schedules. The systems provide for an initial contractual allowance adjustment from “usual and
customary” charges, which is typical for the payers in the healthcare field. The Company records an initial
contractual allowance at the time of billing and reduces the Company’s revenue to expected reimbursement
levels, Changes in contractual allowances, if any, are recorded each month. Changes in contractual allowances
have not been materia! for the periods presented in this filing.

Accounts receivable attributable to major payer sources of reimbursement are as follows:

December 30,2007  December 31, 2006

MEICATE . .. et e $ 93992 43% % 76,105  40%
Medicaid and Local Government .. .........coivrvrenninrnnrnannn, 21,818 10 24,175 13
Commercial Insurance and Other .. .......... .0, 101,428 47 91,074 47
Gross Accounts Receivable .. ... .. ... o 217,238 ﬂ)% 191,354 @%
Less: Allowance for doubtful accounts .. ............. ... ... ... (9.437) {9,805)
Net Accounts Receivable ... ... ... ... .. . ... i, $207.,801 $181,549

The Commercial Insurance and Other payer group included self-pay accounts receivable relating to patient
co-payments of $6.9 million and $7.0 million as of December 30, 2007 and December 31, 2006, respectively.

Accounts Receivable below further outlines matters considered with respect to estimating the allowance for
doubtful accounts.
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Accounts Receivable
Collection Policy

The process for estimating the ultimate collection of recetvables involves significant assumptions and
judgments. The Company believes that its collection and reserve processes, along with the monitoring of its
billing processes, help to reduce the risk associated with material revisions to reserve estimates resulting from
adverse changes in reimbursement experience, revenue adjustments and billing functions. Collection processes
are performed in accordance with the Fair Debt Collections Practices Act and include reviewing aging and cash
posting reports, contacting the payers to determine why payment has not been made, resubmitting of claims when
appropriate and filing appeals with payers for claims that have been denied. Collection procedures generally
include follow up contact with the payer at least every 30 days from invoice date, and a review of collection
activity at 90 days to determine continvation of internal collection activities or potential referral to collection
agencies. The Company’s bad debt policy includes escalation procedures and guidelines for write-off of an
account, as well as the authorization required, once it is determined that the open account has been worked by the
Company’s internal collectors and/or collection agencies in accordance with the Company’s standard procedures
and resolution of the open account through receipt of payment 1s determined to be remote. The Company reviews
each account individually and does not have either a threshold dollar amount or aging period that it uses to
trigger a balance write-off, although the Company does have a small balance write-off policy for
non-governmental accounts with debit balances under $10.

The Company’s policy is to bill for patient co-payments and make good faith efforts to collect such
amounts. At the end of each reporting period, the Company estimates the amount of outstanding patient
co-payments that will not be collected and the amount of outstanding co-payments that may be waived due to
financial hardship based on a review of historical trends. This estimate is made as part of the Company’s
evalnation of the adequacy of its allowance for doubtful accounts. There have not been any material revisions in
this estimate for the periods presented in this filing.

Accounts Receivable Reserve Methodology

The Company has implemented a standardized approach to estimate and review the collectibility of its
receivables based on accounts receivable aging trends. The Company analyzes historical collection trends,
reimbursement experience and revenue adjustment trends by major payers including Medicare, Cigna and other
payers as well as by business lines, as an integral part of the estimation process related to determining the
valuation allowance for accounts receivable. In addition, the Company assesses the current state of its billing
functions on a quarterly basis in order to identify any known collection or reimbursement issues to determine the
impact, if any, on its reserve estimates, which involve judgment. Revisions in reserve estimates are recorded as
an adjustment to the provision for doubtful accounts, which is reflected in selling, general and administrative
expenses in the consolidated statements of income. During fiscal 2006, the Company recorded an incremental
provision for doubtful accounts of approximately $1.5 million associated with the accounts receivable acquired
in the Healthfield transaction. The allowance for doubtful accounts at December 30, 2007, December 31, 2006
and January 1, 2006 was $9.4 million, $9.8 million and $8.7 million, respectively. Additional information
regarding the allowance for doubtful accounts can be found in Schedule II—Valuation and Qualifying Accounts
on page 88 of this report.

Cost of Claims Incurred But Not Reported

Under capitated arrangements with managed care customers, the Company estimates the cost of claims
incurred but not reported based on applying actuarial assumptions, historical patterns of utilization to authorized
levels of service, current enrollment statistics and other information. Under fee-for-service arrangements with
managed care customers, the Company also estimates the cost of claims incurred but not reported and the
estimated revenue relating thereto in situations in which the Company is responsible for care management and
patient services are performed by a non-affiliated provider.
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The estimate of cost of claims incurred but not reported involves applying a factor based on historical
patterns of service utilization and payment trends to the services authorized at each of the Company’s regional
care centers. The Company evaluates the assumptions and judgments used in determining this factor on a
quarterly basis utilizing the trailing twelve months of claims payments, and changes in estimated liabilities for
cost of claims incurred but not reported are determined based on this evaluation.

Each of the elements described above can effect change in the estimates, and the Company is not able to
predict the degree of change that might be effected by a variation in one or more of the elements described.
Because of the elements described above, these estimates may change in the future and could have a material
impact on the Company’s consolidated financial statements.

The cost of claims incurred for fiscal years 2007, 2006 and 2005 was $230.6 million, $212.7 million and
$268.0 million, respectively. Differences in costs between fiscal years relate primarily to changes in business
activity in the Company’s CareCentrix operations during the reported periods. Cost of claims incurred but not
reported, including any changes in estimate relating thereto, are reflected in cost of services and goods sold in the
Company’s consolidated statements of income. There has not been any material revisions in estimates of prior
year costs related to cost of claims incurred for the periods presented in this filing.

Obligations Under Insurance Programs

The Company is obligated for certain costs under various insurance programs, including workers’
compensation, professional liability, property and general liability, and employee health and welfare.

The Company may be subject to workers’ compensation claims and lawsuits alleging negligence or other
similar legal claims. The Company maintains various insurance programs to cover this risk with insurance
policies subject to substantial deductibles and retention amounts. The Company recognizes its obligations
associated with these programs in the period the claim is incurred, The cost of both reported claims and claims
incurred but not reported, up to specified deductible limits, have generally been estimated based on historical
data, industry statistics, the Company’s own home health specific historical claims experience, current
enroliment statistics and other information. The Company’s estimates of its obligations and the resulting reserves
are reviewed and updated from time to time but at least quarterly. The elements which impact this critical
estimate include the number, type and severity of claims and the policy deductible limits; therefore, the estimate
is sensitive and changes in the estimate could have a material impact on the Company’s consolidated financial
statements.

Workers’ compensation and professional and general liability costs were $16.6 million, $20.6 million and
$15.9 million for the fiscal years ended December 30, 2007, December 31, 2006 and January 1, 2006,
respectively. Differences in costs between fiscal years relate primarily to the number and severity of claims
incurred in each reported period as well as changes in the cost of insurance coverage. Workers’ compensation
and professional liability claims, including any changes in estimate relating thereto, are recorded primarily in
cost of services and goods sold in the Company’s consolidated statements of income. There have not been any
material revisions in estimates of prior year costs for the periods presented in this filing.

The Company maintains insurance coverage on individual claims. The Company is responsible for the cost
of individual workers’ compensation claims and individual professional liability claims up to $500,000 per
incident that occurred prior to March 15, 2002, and $1,000,000 per incident thereafier. The Company also
maintains excess Hability coverage relating to professional liability and casualty claims which provides insurance
coverage for individual claims of up to $25,000,000 in excess of the underlying coverage limits. Payments under
the Company’s workers’ compensation program are guaranteed by letters of credit and segregated restricted cash
balances. The Company believes that its present insurance coverage and reserves are sufficient to cover currently
estimated exposures, but there can be no assurance that the Company will not incur liabilities in excess of
recorded reserves or int excess of its insurance limits,
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The Company provides employee health and welfare benefits under a self insured program and maintains
stop loss coverage for individual claims in excess of $175,000 for fiscal 2007. For fiscal years ended
December 30, 2007, December 31, 2006 and January 1, 2006, employee health and welfare benefit costs were
$39.4 million, $30.3 million and $22.7 million, respectively. Differences in costs between fiscal years relate
primarily to increased enrollment, and the number and severity of individual claims incurred in each reported
period. Changes in estimates of the Company’s employee health and welfare claims are recorded in cost of
services and goods sold for clinical associates and in selling, general and administrative costs for administrative
associates in the Company’s consolidated statements of income. There have not been any material revisions in
estimates of prior year costs for the periods presented in this filing,

Other Significant Accounting Policies
Cash and Cash Equivalents and Restricted Cash

The Company considers all investments with an original maturity of three months or less on their
acquisition date to be cash equivalents. Restricted cash of $22.0 miltion at December 30, 2007 and December 31,
2006 primarily represented segregated cash funds in a trust account designated as collateral under the Company’s
insurance programs. The Company, at its option, may access the cash funds in the trust account by providing
equivalent amounts of alternative collateral. Interest on all restricted funds accrues to the Company. In early
2008, the Company replaced $21.8 million of its segregated cash funds with additional letters of credit as
collateral under the Company’s insurance programs. See Note 14.

The Company had operating funds of approximately $5.8 million and $5.3 million at December 30, 2007
and December 31, 2006, respectively, which exclusively relate to a non-profit hospice operation in Florida. Cash
and cash equivalents also included amounts on deposit with individual financial institutions in excess of
$100,000, which is the maximum amount insured by the Federal Deposit Insurance Corporation. Management
believes that these financial institutions are viable entities and believes any risk of loss is remote.

Short-Term Investments

The Company’s short-term investments consist primarily of AAA-rated auction rate securities (“ARS") and
other debt securities with an original maturity of more than three months and less than one year on the
acquisition date in accordance with SFAS No. 115 *Accounting for Certain Investments in Debt and Equity
Securities.” Investments in debt securities are classified by individual security into one of three separate
categories; available-for-sale, held-to-maturity or trading.

Available-for-sale tnvestments are carried on the balance sheet at fair value, which for the Company
approximates cost. ARSs are variable-rate debt securities. ARSs have a long-term maturity with the interest rate
being reset every 7, 28 or 35 days. The securities trade at par and are callable at par on any interest payment date
at the option of the issuer. Interest is paid at the end of each auction period. See Note 14 for a discussion of ARS
activity subsequent to fiscal year end 2007.

Due to the liquidity provided by the interest rate reset mechanism and the short-term nature of the
Company's investment in these securities, they have been classified as short-term investments available for sale
in current assets on the Company’s consolidated balance sheets. The interest rate reset for each instrument is an
opportunity to accept the reset rate or sell the instrument at its face value in order to seek an alternative
investment. In the past, the auction process has allowed investors ta roll over their holdings or obtain immediate
liquidity by selling the securities at par. The Company does not intend to hold these securities to maturity,

Debt securities that the Company has the intent and ability to hold to maturity are classified as “held-to-
maturity” investmnents and are reported at amortized cost, which approximates fair value. The Company has no
held-to maturity investments.

The Company has no investments classified as trading securities,
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Inventory

Inventories, which are included in prepaid expenses and other current assets, are stated at the lower of cost
or market. Cost is determined using the specific identification method. Inventories amounted to $2.3 million at
December 30, 2007 and $2.0 million at December 31, 2006.

Fixed Assets

Fixed assets, including costs of Company developed software, are stated at cost and depreciated over the
estimated useful lives of the assets using the straight-line method. Leasehold improvements are amortized over
the shorter of the life of the lease or the life of the improvement.

Home Medical Equipment

Home medical equipment (“HME"), which is included in fixed assets, is stated at cost and consists of
medical equipment, such as hospital beds and wheelchairs, provided to in-home pa